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Smiths Group plc Annual report and accounts 2006

Chairman’s
statement

Headline earnings
per share

+23%

64.8p

Dividend

+8.1%

31.35p

Statutory earnings
per share

4.3p

Donald Brydon
Chairman

The past year has seen further progress in revenues, headline
profits and cash generation across the Smiths Group. There

is clear evidence of improvement in all these key variables.
The growth in revenues can be traced back to the successful
‘Full Potential initiative led by our Chief Executive, Keith
Butler-Wheelhouse, over the last few years. Smiths has
always been good at cost control and it is pleasing to see
revenues now growing apace.

During the pericd, the Group's positioning has proved
beneficial with underlying growth tn our chosen markets.

This positioning is no accident, and the Board continues to
keep the shape of the Group under constant review. We position
the Group for growth and to create shareholder value, whilst
maintaining the financial discipline that has served us well to
date in relation to both acquisitions and on-going business.

The decision has been taken to write down the carrying
value of the Group's investment in the preference shares in
TI Automotive Ltd. This is a prudent measure that does not
affect cash-flow.

We will maintain our drive for improved production techniques,
enhanced technology developments, and innovative custormer
solutions, combined with a passton for efficiency that you

will find right across Smiths. Taken together, these gualities
help make us a world leader in the practical application of
advanced technologies. Throughout this report you will see
examples of Smiths products and services that help to make
the world safer, healthier and more productive.

It is a little disappeinting that the market is reluctant to give
the Smiths management full credit for the investments we
have made in our Aerospace business. This business has
long development times, but the guality of the products and
the strength of cur custormer relationships are truty a major
asset. The seeds of future profitability have been well sown.

e
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Notice is hereby glven that the ninety-second Annua General

Meeting of Smiths Group ple will be held at the Banquetmg Sunte, n

Lord’s Cricket Ground, Grace Gate, St John’s WUod I\Qg\a!d LondonL

NW8 80N on Tuesday 21 November 2006 at 12.00'roon, for the'
foLIOW|ng purposes:

‘Ordinary business
1. To adopt the reports of the directors and the auditor and the audned
accounts for the 53 weeks ended 5 August 2006

2. To approve the Directors’ Remuneration Report for the 53 weeks
Iended 5 August 2006.

;3. To declare a final dividend on the ordinary shares.
4. To reappoint Mr K O Butler-Wheelhouse as a director of the Company.
5. To reappoint Dr J Ferrie, CBE as a director of the Company.

6. To reappaint Sir Kevin Tehibit, KCB, CMG as a director of the Company.

Note

As stated in the Group Directors’ Report and Surnmary Group
Directors’ Report, Mr Butler-Wheelhouse and Dr Ferrie will retive,
having been in office for more than 30 months since their last
reappointment, and Sir Kevin Tebhit will retire, following his
appaintment during the year. Mr Butler-Wheelhouse, Chief
Executive, and Dr Ferrie, Group Managing Director, Aerospace,
are executive directors. Sir Kevin, a non-executive director, is a
member of the Audit Cornmittee and the Nomination Committee.
BlOgl"aphleS of the directors proposed for reappointment are
included in the Annual Report and Accounts 2006 and on the
Company 5 website - www.smiths.com.

7 To reappoint PrucewaterhouseCoopers ILLLP as auditor of the Company.

B To authorise the directors to determine the remuneration of
the auditor,

Speual business
9. To consider and, if thought fit, pass the following ordinary resolution:

That, in accordance with Article 6 of the Artictes of Assaciation of the
Company, the directors be and are hereby authorised to allot relevant
securities having a nominal value not exceeding £47,297,545 in
aggregate [such authority to expire at the conclusion of the next
Annual General Meetlng of the Company or, if earlier, 20 February
2008) and that all previcus authorities under Section 80 of the
Companies Act 1985 shall cease to have effect.

10. To cansider and, if thought fit, pass the following special resolution:

That the directors be and are hereby authorised to allot equity securities
for cash:

[a) in accordance with Article 7 of the Company's Articles of
Association; and

[b) within Section 94(3A) of the Companies Act 1985 as if Section 89(1)
of the Act did not apply

provided that the powers under paragraph [a above lother than in
cannection with a rights issue) and paragraph (bl above shall be
limited to the allotment of equity securities having a maximum
nofninal amount of £7,094,632 [such autherities to expire at the
conclusion of the next Annual General Meeting of the Company or,
if earlier, 20 February 2008) and that all previous authorities under
Section 95 of the Act shall cease to have effect.

&
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1. To'consider and. if thought fit, pass the fo -5{

Zar: resoluuon:

4 That m laccordance with Article 11 of the Articles of Association of the
3 E' Company the Company is hereby generally and uncondltlonally |

authorised to make market purchases [within the meaning of Secnon
163 of the Companies Act 1985] of ardinary shares of 25p each |n|1he
capital of the Company [‘ordinary shares] on such terms and in such
manner as the directors of the Company may determine provided that:

[a] the maximum number of ordinary shares hereby authorised to be
purchased is 56,757 054;

|
[b] the minimurm price which may be paid for an ordinary share is 25p

per ordinary share; |

[c] the maximum price which may be paid for an ordinary share shall
not be more than the higher of 5 per cent above the average m|ddle
market quotations for an ordinary share, as derived from the London
Stock Exchange Daily Official List, for the five business days
immediately preceding the day on which the ordinary shareis ||/
purchased and the amount stipulated by Article 5(1] of the Buy-b
and Stabilisation Regulation 2003; !
|

[d] the authority hereby conferred shall expire at the conclusion of the
next Annual General Meeting of the Company or, if earlier,
20 February 2008: and

}
[e) the Company may make a contract to purchase ordinary shares

2
[a]
=

under the authority hereby conferred prior to the expiry of such

autharity which will or may be executed wholly or partly after the
expiry of such authority and may make a purchase in pursuance!of any
such contract.

Note
Tha Companies Act 1985 enables listed companies to hold shares in
treasury, as an alternative to cancelling them, following a purchése of
own shares in accordance with the Act. Shares held in treasury tn this
manner will be available for resale by the Company and may alsoI be
used to satisfy share options and share awards under the Company 5
share schemes. Accordingly, if this resolution is passed at the Annual
General Meeting, the directors will have the option of holding in | H
treasury, rather than cancelling, any shares purchased in accordance
with the resolution. The Board will have regard to any guidelines' |,
isswed by investar groups which may be published at the time of,any
such purchase, holding or resale of treasury shares, !

12. To consider and, if thought fit, pass the following spetial resolldtion:

The articles of association set out in the document produced to thr.!e
meeting (and signed by the Chairman for the purpose of |dent|f|cat|on]
be adopted as the Articles of Association of the Company in substitution
for, and to the exclusion of, all existing articles of asscciation.

Note
For further details, please see the explanateory information in the
Group Directors’ Report that accompanied this Notice and the
summary, below, of the principal differences between the current and
proposed new Articles.

By Crder of the Board

David P Lillycrop
Director and Secretary

Registered Office: '
745 Finchley Road !
London NW118DS \

23 October 2006




General notes

1. The statutory Reports and Accounts for Smiths Group ple for 2006
are called the Annual Report and Accounts 2006, The full Directors’
Rernuneration Report 2004 is contained in the Annuat Report and
Accounts 2006. The first two items of business at the Annual Generat
Meeting relate to the approval of the statutory Reports and Accounts
for 2006 and the full Directors’ Remuneration Report 2004,
Shareholders who have not elected to receive the statutory Reports
and Accounts for 2006 may obtain copies by writing to the Deputy
Group Secretary, Smiths Group plc, 765 Finchley Road, London NW11
B80S [e-mail: secretaryfdsmiths.com] or by downloading them from the
Company’s website www.smiths.com). Shareholders who wish to
receive the statutory Reports and Accounts (free of charge] instead of
only the Summary Financial Statement or vice versa in future years
should write to Lloyds TSB Registrars, The Causeway, Worthing, West
Sussex BN9% 6DA, quoting Reference 0282.

2. Amember entitled to attend and voie at the Annual General
Meeting may appoint a proxy or proxies to attend the Meeting and any
adjournmentls) thereof and, on a poll. vote on his behalf. A proxy need
not be a member. Paper proxy forms must be received at Lloyds TSB
Registrars, The Causeway, Worthing, West Sussex BN99 6TN, not
later than 48 hours before the Annual General Meeting to be effective.
In the case of a corporation, the appeintment of a proxy must be
executed either under its commen seal or by a duly suthorised officer
or agent. In the case of joint-holders, the vete of the senior joint-
holder on the Register of Members will be accepted to the exclusion of
junior joint-holders. For this purpose, the order in which the names of
the joint-holders stand on the Register will determine seniority.

Shareholders wishing to appoint a proxy and register their proxy votes
electronically should visit the website www.sharevote.co.uk. The
on-screen instructions will give details on how to complete the
appointment and voting process. Electronic proxy appointments and
vating instructions must be received not later than 48 hours before the
Annual General Meeting to be effective.

CREST members who wish to appoint a proxy or proxies through the
CREST electronic proxy appointment service should follow the
procedures described in the CREST Manual. CREST Personal
Members or other CREST sponsored mermnbers, and those CREST
members who have appeinted a voting service provider(s, should
refer to their CREST sponsor or voting service provider!(s), who will be
able to take the appropriate action on their behalf.

In order for a proxy appointment or instruction made using the CREST
service to be valid, the appropriate CREST message (a CREST Proxy
Instruction’] must be properly authenticated in accordance with
CRESTCo's specifications and must contain the information required
for such instructions, as described in the CREST Manual. The
message, regardless of whether it constitutes the appointment of a
proxy or an amendment to the instruction given to a previously
appointed proxy, must, in order to be valid, be transmitted so as to be
received by the issuer's agent (ID 7RAD1) not later than 48 hours
before the Annual General Meeting. For this purpose, the time of
receipt will be taken to be the time (as determined by the timestamp
applied to the message by the CREST Applications Host) from which
the issuer’s agent is able to retrieve the message by enquiry to CREST
in the manner prescribed by CREST. After this time any change of
instrirctions to proxies appointed through CREST should be
cormmunicated to the appointee through other means.

CREST members and, where applicable, their CREST sponsors or
voting service providers should note that CRESTCo does not make
available special procedures in CREST for any particutar messages.
Normal system timings and limitations will therefore apply in relation
to the input of CREST Proxy Instructions. It is the responsibility of the
CREST member concerned to take [or, if the CREST memberis a
CREST personal member or sponsored member or has appointed a
voting service provider(s, to procure that his CREST sponsor or veting
service provider(s| takels)} such action as shall be necessary to ensure
that @ message is transmitted by means of the CREST system by any.
particular time. In this connection, CREST members and, where
applicable, their CREST sponsors or voting service providers are
referrad, in particular, to those sections of the CREST Manual
concerning practical limitations of the CREST systern and timings,
The Company may treat as invalid a CREST Proxy Instruction in the
circumstances set out in Regulation 35(5)(al of the Uncertificated
Securities Regulations 2001.

Rl

3. Only those shareholders registered in the Register of Members of
the Company at 6.00 prn on 17 Novernber 2006 shall be entitled to
attend or vote at the Annual General Meeting in respect of the number
of shares registered in their respective names at that time. Changes to
entries on the Register after 6.08 pr on 17 November 2004 shall be
disregarded in determining the rights of any person to attend or vate
at the Annual General Meeting.

4, Copies of the directors’ service contracts and letters of appointment
for nan-executive directors and deeds of indemnity are available for
inspection at the registered office of the Company ard at the offices of
Allen & Overy LLP, One Bishops Square, London E1 A0 during
normal business haours until the conclusion of the Annual General
Meeting on 21 Novernber 2006 and, on the day of the meeting, from -
11.45 am at the place of the Meeting until the close of the Meeting.

5. Copies of the current and the proposed new Articles of Association,
showing the proposed amendments, are available for inspection at the
same locations and for the same periods as are referred to in note 4
above.

6. Subject to the final dividend being approved at the Annual General
Meeting, dividend warrants will be payable on 24 November 2006 to
the ordinary shareholders on the Register at the close of busmess on
3 Novemnber 2006. ‘

7. Although copies of the Annual Repart and Accouints or the Sdmnﬁary
Financial Statement are distributed to shareholders and option-
holders, only shareholders on the register at the relevant time or their
proxies are entitled to attend or vote at the Annual General Meeting.

8. The Company is not a close cormpany.




| Summary of the principal dlfferences between the exustlng Articles of Association and the

| proposed new. Articles of Association
l

|The following is & surmmary of the principal differences proposed to be
I contained in the new Articles of Association. Other minor changes and
| administrative changes have been rmade to bring the Articles into line
i with current best practice and require no further exptanation. Copies

j of the current and the proposed new Articles of Association, showing

i the proposed amendments, are available for inspection at the same

, locations and for the same periods as are referred to in ncte 4 to the
Notice of Annual General Meeting above.

-

i New Artlcle 2: Interpretation

This article will includé a definition of treasury shares’ in accordance
with the provisions of the Companies Act 1985 [the Act). New Article
i 201]{m] clarifies that when shares are held in treasury, all rights

| relating to those shares are suspended, including the right to attend
and vote at general meetmgs the right to receive a dividend and the
 right ta receive any other distribution from the Company.

New Article 7: Disapplication of pre-emption rights
This article has been amended to provide expressly that the allotment
| of equity securities includes the sale of any shares held in treasury.

New Article 48(2): CREST voting service

This new article permits, in relation to uncertificated shares, the
appointment of a proxy by electronic means through the relevant
systern (as defined in the Uncertificated Securities Regulations 2001),
for examnple the CREST system.

| New Article 61: Directors’ fees .

.  This article has been amended to increase the limit on the fees payable

| to the directors from £500,000 to £750,000 per annum. The beard of
directors believes it appropriate to increase the limit in light of the
extra responsibilities and burdens assumed by the non-executive

| directorsin fulflllmg their duties to the Company in the current
“environment. !

New Article 68; Power to borrow money
| The power of the directors to borrow money is currently limited by the
exlstlng articles of association to one and a half times the Company's
‘Adjusted Capital and Reserves as shown in the most recently audited
consolidated balance sheet of the Company. The introduction of
 International Firfariciat Reportlng Standards (IFRS} may bring
uncertainty g and volatility to the Company’s Adjusted Capital and
Reserves (as defined in the existing articles) which may adversely
i |mpact on the Companys ability to borrow.

i Asa result the Compamy IS prepasing some techmcal changes to the
; existing article as follows:

i (al to increase the multiple from one and a half times Adjusted Capital
| and Reserves o two and a half times Adjusted Total Equity;

Hb] to exclude from the calculation of Adjusted Total Equity but to
"include in the caleulation of borrowings any deficit or surplus of any
retirement benefit schema which would otherwise be accounted for in

E accordance with IFRS;

[c] the calculation of Adjusted Total Equity will no longer add back the
book value of goodwill otherwise eliminated against reserves; and

| ld) to include within borrowmgs the capital element of any finance
| lease payable by a Group company.

| These are technical amendments to the Company's borrowing powers
| as a result of accounting changes and do not reflect any current
| intenticn to increase the level of borrowings.

|
|
E
r

New Artlcle 125: Indemnlty of officers

New legislation introduced last year in relation to directors
indemnities allows the Company to lend to directors the costs of
defending claims against them in advance of the claim being deaded
Such amounts are required to be paid back to the Campany by a
director if the relevant claim is effectively decided against the d|rector )
such that the director would not have a right to be indemnified by the
Company. The révised Article 125 allows but does not require the]
Company to grant indemnities to the directars (including the provision
of advances to them) subject to such indemnities being in accordance
with such new legislation as provided in the Act.
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Smiths Group plc Annual report and acceunts 2006
Chairman'’s statement contlnued

D!uring the year, Lord Robertson resigned from the Board
and already we miss his ready wit and wisdom. We will

also be losing Sir Jutian Horn-Smith at the Annual General
Meeting after almost seven years during which he has made
an important and valued contribution. It is wath great regret
that | have to report that Rob O'Leary passed away in the
summer. He was a remarkable non-executive director and
travelled despite great personal discomfort to participate

in our deliberations through a long illness. His profound
knowledge of the medical business and his simple humanity
will be hard to replace.

It‘ was a great pleasure to welcome Sir Kevin Tebbit to the
Board. His wide experience will be a considerable benefit.

The past two years have seen us progressmg carefully
through a period of renewal of the senior executives in the
Group. It i1s a measure of the success of this succession | .
planning that the changes have occurred with minimal
disruption to the business. This year we welcomed Srini
Seshadri as the new Group Managing Director of Smiths
Medical and, more recently, we have promoted Paul Cox to
lead Smiths Specialty Engineering. Einar Lindh left Smiths
aftér overseeing the transition in the medical business and,
after 28 years, he carries all our goed wishes into retirement.

John Langston has succeeded Alan Themson as Finance
D|rect0r John's finance and operations background prepares
hirn well for the task ahead, and he leaves the Specialty
Englneermg business in very good shape. Alan Thomson
has retired from his full-time role, but | am delighted to
report that he continues to assist the Group on special
prOJects His contribution to Smiths has been immense

and is fully recognised by the very high regard in which

he is held by his colleagues.

| am delighted that the Financial Reporting Council has |
caught up with Smiths Board practice and legitimised a
Chairman’s membership of the Remuneration Cormmittee!
This is a sensible reversal of the Council's previously '
unsatisfactory position.

Returning to performance in the past year, the consolidated
results show an increase in sales of 17% and in headline ‘ [
earnings per share of 23%. As a result of this good performance,
the Board is recommending an increase in the dividend for; the
full year of 8.1% to 31.35p. This means the final dividend W|ll_
be 21.5p.

There can be no doubt that Smiths operates in critical sectors
where our products make a valuable difference. The wortd
faces many serious challenges, not least the threats bemg
made to security, and we are proud that Smiths provides
much of the technology that helps make people safer. Uther
equally compelling examples of the differences we make ex|st
across our markets. Smiths success in making this posﬂw&
contribution falls to our employees and | would like to thank
them for their dedication, commitment and loyalty during the
past year. ‘

The foundations of our Group are strong and our strategic
focus is clear. It is with confidence that | look forward to
regorting further progress next year.

Roracs oeu,a(»a-

Donald Brydon
Chairman
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Smiths Group ple Annual report and accounts 2004

Chief Executive’s
statement

Sales

£3,523m

Headline
pre-tax profit

+22%

£492m

Statutory
pre-tax profit

£132m

Keith Butler-Wheelhouse
Chief Executive

For the second year running, Smiths has achieved double -
digit growth rates, with sales increasing 17% and headline
operating profit up 25%. In each of the last two years operating
profit rose faster than sales. The headline operating margin on
sales improved by a full percentage point to 14.8%.

ft is important that this growth was achieved right across
‘Smiths. In 2006 each division grew sales by 10% or more, and,
taking the last two years together, each grew sales by 20% or
more. Our growth is equally divided between acquisitive and
organic growth, and it is gratifying that organic growih is
accelerating from 8% in 2005 to 9% in 2006,

Recognising continued detericration in the automotive
component market, particularly in the US, an impairment
review of the preference share investment in Tl Automotive
has been undertaken. As a result, Smiths has decided to write
dewn the carrying value of the investment in the Tl Automative
preference shares from £325m to nil value in the accounts.
There is no cash impact from this decision.

| am pleased that this year we have converted some 81% of
headline operating profit into cash despite making significant
investment in the business.

One vital aspect of my job is visiting Smiths facilities around
the world. What unifies all our 250 plus locations, whether
new or long established, is the quality of the people who work
there. | would like to thank each and every Smiths person for
their dedication and achievernents over the past year.

Driving for Full Potential

Last year | outlined Smiths six fundamental strengths,
Our strengths help us shape the Company, defining our
markets, creating opportunities and growing from our
core businesses. They are the basis of our "Full Potential
programmie, introduced three years ago to grow sales and
enhance profitability,

‘Full Potential is nct an abstract concept at Smiths. People in
every part of our business are taking action to achieve the best
possible long-term performance far shareholders, with targets
based on first-class execution of our plans aganst realistic
expectations for their markets. Here, in the context of our six
strengths, | will provide a snapshot of some past and present
examples of actions we have taken to deliver continuing high
levels of growth. ’

1. Operating in sectors of high growth: Smiths applies
technology in the key growth markets in which we compete.
Our investment in creating a ports and borders busiress for
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Chief Executive's statement continued
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} Actions based on Smiths six strengths

The actions necessary to develop the business
towards its Full Potential are planned, and our
people then vigorously pursue those actions.
1. Operate in sectors of high growth

Creating positions in sectors with above average long-term
growth; Seeking faster growth than the overall markets in

| which we compete.

2. Reach deep into global markets
Scale and infrastructure to operate globally; manufacturing,
customer support, sales and technology development

| increasingly located to achieve growth objectives.

3. Develop technology to help customers succeed
investing in R&D to access the technologies needed to secure
greater market shares.

4. Deliver constant improvement
Continuous productivity improvement sustains our
competitive positions. .

5. Improve the business mix

Evaluate what a business is worth to Smiths - essentially

the value of the future profit and consequent cash-flows
expected from successful Full Potential actions - and seek
to sell businesses where others can create more future value
than Smiths. Acquire businesses that are worth more under
Smiths ownership. Concentrating investrment in product
areas and markets expected to generate superior returns
also improves business mix.

6. Do business the right way
The "'Smiths Code of Corporate Responsibility and Business
Ethics’ sets out a clear framewark for all employees.

Metrics

1.Top and bottom-line growt1h
|

2.Cash generation

Generation of above average iree;

cash-flow contributes to addmonal

growth by enhancing remvestmem

opportunities.

Aim to generate at least 75% of
profit in cash.

3.Return on capital

Pursue investment opportunities

to generate after-tax returns of
at least 12%.

Exact threshold depends an
degree of risk in the project.

Aim ta generate risk-adjusted
returns comfortabty exceeding
cost of capital.

Acquisitions should generate
after-tax returns of 12% by the
3rd full year of ownership.

4. Shareholder value

A combination of above-average|-

free cash-flow plus business
growth enables double-digit total

shareholder returns to be targeted.

1

smiths Detection is already fuelling growth, as is our drive

_to expand aur position as a Tier 1 supplier in aerospace,

particularly in the civil market. Looking forward, we are
seeking to broaden our product offering in other high-growth
markets such as petrochemicals and telecommunications.

2. Reaching deep into global markets: As global leaders we
apply technology across the world to serve our customers
better and to buitd brand loyalty. The success of many of our

"businesses is rooted in their matching the geographic footprint

of their customers. Smiths Medical continues to develop its
global distribution network, both by acquiring distributors and

- by establishing new offices to develop the relationships

we need around the world. Looking forward, new global

infrastructure creates new opporiunities to build profitable
positions in high-growth seciors worldwide. In Bangalore.| .

India, a new centre of excellence opened by John Crane
offers better access and support for the significant Indian
and Asian markets. Similarly, our new Smiths Detection

facility in St Petersburg, Russia will serve the fast- growmg

Russian security market. And to co-ordinate and support our
increasing China activities, we have cpened a corporate office

in Shanghai.
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Chief Executive’s statement continued

3. Developing technology to help our customers succeed:
Our customers are continually seeking competitive advantage.
All our dwisions have a long tradition of using technical
leadership to develop and apply the products and services
that our customers need to achieve this. Smiths Medical

has helped customers meet increasing safety requirements;
Smiths Aerospace is developing 2 core computing system to
improve aircraft efficiency and fiexibility; and Smiths Detection
applies increasing levels of sophistication to help counter
threats to security. R&D is often an important measure of how
successful we have been in winning contracts, giving us an
opportunity to improve tong-term market share and returns.

4. Delivering constant improvement: World-class performance
reguires constant improvement. A good example is our
relentless drive to improve manufacturing efficiency, which
requires constant attention to detail. We have changed the
scale and location of manufacturing to deliver the best value
while maintaining or enhancing quality. Over the last year with
sales growing by 17% and headcount increasing by only 4%,
productivity improved sharply - sales per employee increasing
by 6%. Expansion of existing manufacturing capacity in both
China and Mexico is evidence of a continuing programme to
locate our manufacturing where we can deliver the best
possible guality and economics.

5. Improving our business mix: We routinely look at our
business mix to ensure we build and maintain definitive
positions in high-growth sectors worldwide. We do this
through acquisitions and organic growth, and also the disposal
of businesses no longer appropriate for Smiths awnership.
Over the past five years we have acquired businesses valued

at £1,157m and disposed of businésses valued at £935m.

Smiths Medical is now 50% bigger than in 2004, with much

of this growth coming from the Medex acquisition. The past
year has seen a number of relatively small but important
bolt-on acquisitions. Additionally, we are investing internally
to develop existing capability in growth markets, for example in
the Smiths Aerospace components business. With production
capacity in both China and Poland growing substantially, we
also invested US$44m in a new furbine engine components
facility in North Carolina, US, to create further opportunities
for this fast-growing business.

6. Doing business the right way: Our custormers rely on
Smiths people to be rigorous and ethical in everything we
do. Our Code of Corporate Responsibility and Business
Ethics sets out a clear framework to help our people make
the right decisions whatever the circurnstances. To explain
more clearly what this means, this year, for the first time,
we are producing a Corporate responsibility report, available
on our website, www.smiths.com. Enviranment, health and
safety performance is included in this report. After a year of
very significant progress in 2005, EHS has advanced more
modestly this year. Going forward, we are re-energising our
efforts to ensure continuous improvement across the board.

2006: a year of growth and transition

Applying the six elements of the Smiths Full Potential
programme helped ensure 2006 was a year of growth. There
have alsc been some important transitions: we have made
changes to the executive team and are seeing a revolution in
Smiths Medical.

The diagram [below] shows important changes to the key
rmanagement of Smiths. Alan Thomson retired as Group
Finance Director in September, and | would like to thank

Smiths executive committee
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him for the enjoyable, as well as enduring, partnership we had
over the past ten years. Alan has agreed to continue to assist
Smiths on special projects.

John Langston took over from Alan as Group Finance Director,
while Paul Cox succeeded John as Group Managing Director,
Smiths Specialty Engineering. John's operational knowledge
(he also previcusly ran Smiths Detection) and financial
acumen will be very beneficial to the team. Paul joined Smiths
in January 2005 as President, Smiths Interconnect from
Andrew Corporation in Chicago, Illinais, where he had led both
its Sateliite Communications and Antenna Products divisions.

On 1 March 2006 we welcomed Srini Seshadri as Group
Managing Director of Smiths Medical. Srini joined us from

GE Healthcare Technologies where he was Chief Marketing
Offu:er Smiths Medical has undergone a major change in scale
over the past two years. This, together with the change in
leadership, is catalysing a transfermation within this business
in three ways: bringing together manufacturing; simplifying
business processes; and focusing our product brands.

Moving manufacturing to fewer, larger units has been under
way for some time, but the pace of change has picked up in
the past year. This has led to some hard decisions, including
ceasing manufacturing at sorme major locations. Such
decisions are never gasy, but | know that these are very
necessary for the future prospects of the business.

Across the business we are bringing together our internal
processes, simplifying and standardising how we do things.
We are already seeing benefits from this and expect to see
more in the next financial year.

Smiths Medical has created a small family of strong product
brands that command excellent customer recognition and
loyalty. In sum we have created a business that leverages the
benefits of being Smiths Medical while maintaining the trusted
relationships that our customers have with our product brands.

The Smiths Story :
Smlths is a world leader in the practical application of
‘advanced technologies. Throughout Smiths, we deliver
products and services that make the world safer, heatthier
and more praductive, This is obvious when censidering

i
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Chief Executive's statement cont|ipued
|

Smiths Detection’s equipment that delivers increased
security in a variety of arenas; Smiths Aerospace’s strong
record in helping advance aviation safety; and Smiths
Medical's specialist devices which help medical practltloners
make people healthier and save lives. Smiths also makesla‘
contribution in improving productivity, not least in dellverlng
energy efficiently, thanks to John Crane, or providing reliable
telecommunications, through Smiths Intercannect. Our
products are integral o the productivity of many aspects

of everyday life.

Our future growth is underplnned by a number of key factors
Smiths Aerospace is moving from a period of high |nvestment
to one where the rewards of that investment will be reaped:
Smiths Detection offers a portfolio of technologies that |1/
address a world of increasing insecurity. in Smiths Medical,

as | have discussed above, we have a business that is in shape
to benefit from the relentless rise in global healthcare spend
And in Srniths Specialty Engineering we are well positioned

to exploit strong markets.

Thanks to cur peaple, our technology and our access {a
customers in some of the mast exciting markets, Smiths
brings technology to life. We are already working hard to
communicate this positive message, and that effort is being
redoubled through a new focus on our branding, which W|ll
flow through ali our communications channels. Smiths ha15
a great story and we are determined to ensure people hear
about us. )

d@.&m Inbathaun

Keith Butler-Wheelhouse
Chief Executive
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Making the world

healt

Smiths helps doctors and nurses deliver
medication, provide vital care and stay safe
themselves. Our devices help relieve pain,
treat cancer and deliver insulin. Our products
manage airways during surgery, aid patients
with breathing difificulties; npaintain body
temperature, monitog y‘jjél signs and assist
reproductiopithrelighl VB gsafety devices
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Summary
performance

Headline* resﬁlts

2006 2005
Sales Profits Sales Profits
£m Em Em Em
Aerospace 1,300 152.4 1,146 1324
Detection 412 76.5 347 69.0
Medical 737 1375 5963 87.7
Specialty Engineering:
- John Crane 518 69.4 463 42.5
- Specialty - Other 556 84.0 466 441
Total sales 3,523 3,005
Headline* aperating profit 519.8 4157
Interest (54.2] (23.2)
Pensions financing- 216 1.3
Post-tax loss of associate (111
Headline* pre-tax profit 4921 4038
Headline* earnings per share [basic] 44.8p 52.8p

*Before exceptional items lincluding impairment of assets), amortisation of acquired
intangible assets, profit or loss on disposal of businesses and financing gains or

tosses from currency hedging.

Statutory results :
2006 2005
Sales Profits Sales Profits
Em £m £m Em
Aerospace 1,300 145.8 1,146 119.9
Detection 412 81.2 367 69.0
Medical 737 1085 563 578
Specialty Engineering:
- John Crane 518 74.3 463 649
- Specialty - Other 556 75.8 466 704
Impairment of financial assets (325.0)
Total sales 3,523 3,005
Operating profit 160.6 382.0
Interest {54.2] (23.2)
Pensions financing 276 11.3
Share of post-tax loss of associate 1.1)
Financing losses 10.5) (4.2}
Pre-tax profit 1324 3659
Earnings per share [basicl 4.3p 48.3p

1)
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Operating and
financial review

Operating review

Group activities

Smiths is a global applied technology business serving
aerospace, medical devices, detection and specialty
engineering markets.

Strategy

Smiths is committed to creating long-term value for
shareholders by building and sustaining strong businesses
in growth sectors.

The Company's objective is to create value from organic
growth and from reinvestment of self-generated cash-flow.
Adjustments are rade to the business mix through both
acquisitions and disposals io enhance value for shareholders.

. Changes in Group composition

During the periad Smiths acquired four businesses for a total
of £562m. These became part of the Specialty Engineering and
Detection divisions. Smiths sold three businesses during the
year for a total of £22m. Further details of these changes are
given in the relevant divisional paragraphs betow and in notes
28 and 29 to the accounts.

Included in these disposals is the sale of Smiths interests
in Heimann Biometric Systems-GmbH to Cross Match
Technologies Inc. in exchange for 43% of the issued share
capital in that company.

Performance

The key Smiths performance indicators are sates, profits and
cash generation which are closely monitored throughout the
year and measured against pre-set targets. '

In this review, you will see references to ‘headline profit” as
well as to the various statutory measures of profit. This is
because the Company believes that headline profit provides
valuable additional information an underlying trends, and it is
used by management to measure and monitor performance.
Normal restructuring costs are charged against headline
profit, while the following items are excluded:

* exceptional items {including impairments);

» amortisation of intangibte assets acquired in a business
combination;

e profit or loss on dispesal of businesses; and

» other financing gains and losses.

The table below shows overall performance on a headline basis.

2006 2005

£m Em Increase

Sales 3523 3,005 17%
Headline: .

- operating profit 520 416 25%

. - pre-tax profit 492 404 22%

- earnings per share 64.8p 52.8n 23%

Compared with sterling, the average exchange rate of the US
dollar strengthened by 3% year-on-year, whereas the average
euro exchange rate was unchanged. The effect of currency
transtation is identified for the Company, and for each division,
in the relevant paragraphs below.

Sales
Sales were £3,523m, an increase of 17% over the £3,005m
achieved in 2005.

The translation of sales of overseas business units at this
year's average exchange rates increased sales by 2%,

Excluding the effect of both acquisitions and currency
translation, sales grew by 9%. All four divisions contributed
to the growth. Medical showed the strongest growth, assisted
by the full-year contribution from Medex. Further detail of
each diviston's growth is shown in the divisional paragraphs.

Profit
Headline operating profit increased from £416m to £520m,
an increase of 25%.

Exctuding the effect of both acquisitions and currency

translation, headline operating profit grew by 11%, with

all four divisions contributing to the growth.

The operating profit on a statutory basis, after taking account
of exceptional items [including impairment], amortisation

of intangible assets acquired in a business cormbination,
profit or loss on disposal of businesses and financing losses,
amounted to £161m. This compares with £382m in 2005.

The translation of the headline operating profit of overseas
business units at this year's average exchange rates increased
profits by 3%.

Headline pre-tax profit was £492m, a 22% increase over the
£404m achieved in 2005.

Profit before tax on a statutory basis was £132m compared
with £366m in 2005,




Cash generation

Smiths places considerable emphasis on cash generatnon
with the objective of providing resources for the growth of
the business both erganically and by acquisitien. In 2006 the
Company achieved significant organic growth in addition to
acquisitive growth.

Smiths measures operating cash-flow as a ratio to headtine
operating profit, with a target of at least 75% depending on

the level of investment in capitalised development costs. For
this purpase, operating cash-flow is measured before the cash
impact of exceptional items and special pension payments
and after expenditure on property, equipment, software and
development costs.

The operating cash-flow on this basis was £420m, representing
81 % of headline operating profit; greater than the £259m
reported in 2005, representing 62%. The increase reflects the
timing of payments on major defence programmes, as well
as organic business growth and improvements in managing
waorking capital. On a statutory basis, net cash inflow from
operations was £389m (2005: £319m).

Cash expenditure on exceptional items was £1 '7rn compared
with £10m in 2005.

During the current year the Company made a special £61m
contribution to facilitate UK pension scheme mergers involving
under-funded schemes. .

' Free cash-flow (after interest and tax but before acquisitions

and dividends) was £170m, compared with £147m in 2005.
The higher free cash-flow reflects the timproved operating
cash-flow referred to above, offset by higher tax and interest
payments than in 2005. It is also stated after the special
pension contributton of £61m.

Dividends paid in the year amounted to £1467m, compared
with £154m in 2005.

' At:quisitions and disposals resulted in a net expenditure of

£46m, compared with £410m in 2005.

Earnings per share
Headline earnings per share increased from 32. 8p to 64.8p,
an increase of 23%.

Earnings per share on a statutory basis were 4.3p, compared

with.48.3p in 2000.

0
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Interest and other financing costs |
Interest payable on debt, less interest on cash deposits, was
£94m, compared with £23m in 2005. The £31m increase |s
prmapally due to the cost of financing acquisitions, mainly;'

last year's acquisition of Medex, which resulted in higher net
debt during the year: Rising US interest rates also contrtbuted .
to the increase. The net interest costs were 9.6 times covered
by headline operating profits.

The Group accounts for pensions using IAS 19, under .
which the overall retirement benefit cost is analysed into ||
two elements, one of which is treated as a financing item! ).
This financing item was incomé of £28m in 2006, compared
with £11m in 2005, reflecting the strengthening of the
funding position of the pension schemes. Under IAS 19
the administration costs of funded pension schemes are
to be treated as a component of pensions financing.-

_ |
Exceptional and other items excluded from headline profits
Excepticnal operating items were £340m, compared with
£28m in 2005, These comprised:

+ £325m in respect of the write down of TI Automotive
preference shares. Recognising continued deterioration in
the automaotive component market, particutarly in the L!S
an impairment review of the preference share investment
in T Autornative has been undertaken, as required by IAS 39.
The preference shares have not yet borne any leIdEndS
and it is considered unlikely that dividends will be paid in the
-foreseeable future. Smilarly, there is no current prospect
of the preference shares being redeemed. The Board has
also considered whether cash-flows could accrue from| the
investment in Tl Automotive were the enterprise to be sold
such a sale is not currently considered sufficiently pmbable
to take into account any cash-flows which could accrue ln
such an event. As a result, the Board has decided to wrlte
down the carrying value of the investment in the Tl Automotlve
preference shares from £325m to nil value in the accouits.
There is no cash impact from this decision;

+ £19m for integration costs associated with the Medex
acquisition, including provisions for the closure of
manufacturing facilities (2005: £10ml. Further costs
of about £20m are expected for the completion of the
Medex integration;

» profit on disposal of businesses of £16m (2005: £9m); and

» settlement of a product liability class action of £12m.
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Bringing technology
to life in 2005/06

May 2006

Explasives detectors on trial on the
Lendon Underground

Smiths took part in high-profile security
triais on the Tube this year, We supplied
Canary Wharf and Greenford stations with’
a document scanner to test Tube tickets
and Oyster cards for explosives, an x-ray -
machine ta scan passenger bags and a
PO hand-held explosives detecter.

-

The amortisation of intangible assets acquired in business
combinations amounted to £17m [2005: £6m). The amortisation
relates principally to technology and customer relationships.

Financing costs amounted to £3m (2005: £4m). These
represent the results of dervatives and other financing
instrurnents which are not hedge accounted under IFRS. Of
this sumn, £2.8m [2005: nil) was charged to operating profit.

Net debt
Net debt at year end was £923m, compared with £931m at
July 2005.

Research and development

Investment in research and development [R&DI drives future
performance and is a measure of the Company's commitment
to the future organic growth of the business.

Smiths invested a total of £352m in R&D, equivalent to 10%
of sales. Of that total, £159m was funded by customers. The
comparative figures for 2005 were £295m and £152m. Under
IFRS, certain of these development costs are capitalised. The
gross capitalisation is shown as an intangible asset. Where
customers contribute to the costs of development, the
contribution is included as deferred incorne and disclosed
within trade and other payables. '

R&D is discussed further in the divisional paragraphs below.

Divisional developments and performance
Smiths Aerospace

Group Managing Director: Or John Ferrie CBE

Description: Smiths Aerospace has two business units: Smiths
Aerospace Systems and Smiths Aerospace Components. The first
designs, manufactures and provides in-service support for digital,
electrical and mechanical sysiems for military and commercial aircraft;
the second supplies high-value components to the principal aircraft
engine manufacturers. Across the division, military sales account for
54% and commercial for 46%.

Employees; 10,900

Principal operating regions: Manufacturing is concemrated in the US

and UK.
‘37%

Contribution to 2006 Group sales:

Key customers: Customers include major airframe platform and
engine manufacturers worldwide, and, for service and support, defence
departments and airlines.

Business developments

Buring the year Smiths Aeraspace formed a partnership with
Aviall Services ia distribute the complete range of Smiths
commercial spare parts. This agreement is expected to
cover sales totalling US$2bn over the next 10 years, taking
advantage of Aviall's specialist global network and advanced
logistics, and will improve the efficiency of working capital.

Smiths Aerospace Companents entered into three long-term
supply agreements with GE Aviation. These include contracts
to supply the full combustor assembly for the GEnx family of
engines; a 29.3% share of a JB5 upgrade kit to be supplied to
the US Air Force; and a contract to machine critical rotating
parts such as disks and shafts across the full range of GE
engines. In order to support the latter, a new facility was
opened in North Carolina, US.

Smiths Aerospace continues to streamline business processes
and use lower-cost locations or outsourcing as alternatives for
lower-value-added werk. During the year, progress continued
on the development of shared service centres and various
manufacturing site consolidations. Smiths Aerospace’s facility
in Suzhou, China increased its capacity during the year.

Markets

Smiths Aerospace serves both military and commercial
aerospace markets. Military is the larger market for Smiths,
accounting for 54% of the division’s sales.
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' August 2006

Smiths setected to provide components

§ | on Boeing 787 Dreamliner engine !
g Rolls-Royee awarded Smiths Aemspace a

centract worth a potenual $20m per year

afl through 2012 for engine paris on the Trem
A 1000 engine for the Boeing 787 Dreamliner.

Military

In 2006, the overall global market for advanced military aircraft
continued to be stable. The chart below shows the trend in the
build of fixed-wing military aircraft, expressed in units.
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New major programmes such as F/A-18 E/F and Eurofighter
are reaching full-rate production and are key contributors to
stabmsmg the market.

Commercial

Dernand in the commercial market followed a different trend
from military. The number of commercial jets built by All"bUS
and Boeing is shown by the chart below.
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Between 2001 and 2003, commercial jet production build rates
fell by a third. 2004 saw a small increase and in 2005 the rate
increased by 10%. An increase of 23% is forecast for 2006, with
strong growth continuing in 2007,

As in the military market, the success of the actual aircrait
and engines that have high Smiths conient is a key factor. For
Smiths, the most important cormmercial aircraft in current
production are the Boeing 737, the Boeing 777 and the Airbus
A320 famnily. The build rate for narrow-bodied jets [B737 and
A320) 15 forecast to increase by 21% in 2006 with demand

for the 737 expected to be particularly strong. In addition,
production of the 777 in 2006 is expected to increase by 50%.

Aftermarket

The aftermarket for further sales and service, once aircraft
are in operation, is important in both the commercial and
military markets. The largest driver of aftermarket demand
is aircraft utilisation.

In 2006, commercial air traffic is estimated to grow by 6%,
while usage of military aircraft remains stable.

Performance
2006 2005 .
£m Em !qclrease
Sales 1,300 1,144 13%
Headline operating profit 152 132 15%
Sales

Sales rose by 13%. The translation cf the results of US
businesses at a higher doltar exchange rate increased
reperted sales by 2%.

Underlying business growth varied by sector. Sales to the
cammercial market increased by more than 25% benefiting
from increased production of Boeing 737, 777 and Airbus A320
aircraft. Particular successes were Smiths selection by Boemg
to provide the Thrust Reverser Actuation Systern [TRAS) for the
747-8 and also an agreement to support its GoldCare service
solution for Boeing 787 Drearnliner operators.

In addition, the components business secured a long-term
contract from Rolls-Rayce for engine cemponents on the
Trent 1000 engine for the Boeing 787 Dreamliner.

Sales of defence equipment increased by 5%. Activity on
mititary development remained high, particularly on C130}|-
AMP, F-35 JSF and 7467 Tanker. The first ilights of the C130
AMP and JSF are planned in the latter half of 2006. The 747
Tanker programme experienced some schedule changes| |
and additional investment in meeting initial commitments for
Italy and Japan. Meanwhile, the process for replacing the US
KC135 tankers has now begun. Defence aftermarket sales
were level with the prior year. |

Key defence contracts won included the selection of Smtths
to supply the new SD5S-5000 large area cockpit display system
for the new Future Lynx Helicopter by AgustaWestland, and

to provide the next generation Health and Usage Monltorlng
System (HUMS] for both the Future Lynx and for the South
Korean Helicopter Programme. .

Headline operating profit
Headline operating profit rose by 15%. The profit increase
reflects higher volume, including the initial supply of goodslto
Aviall, together with improved cost control. Profit Jmprovement
was, however, held back by higher R&D costs. On a statutory
basis, operating profit was £146m (2005: £120m]. |

i
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Research and development (R&D}

Investment in R&D, whether charged against profit or
capitalised, increased to £273m (2005: £223m), including
£148m (2005: £141m) funded by customers. R&D is discussed
more fully in the forward-locking section below.

Queen’s Award for Enterprise

Smiths won the UK Queen's Award for Enterprise 2006 in
Innovation for its Remote Interface Unit (RIU] product family
which has the ability to digitise signals such as voltage, current,
frequency and temperature, and effectively communicate
these to a large number of aircrait systems over the ‘central
nervous system’ of a modern airliner.

Forward-looking issues

Smiths Aerospace has, for the last several years, invested
increasingly in R&D and in low-cost facilities to'secure
positions on future programmes and drive revenue growth
in future years.

Military

On the military side, Smiths has high content on the platforms
which have prospects of significant sales over the years ahead.
Unlike the commercial business, Sriths military sales are less
concenirated in a few key programmes. Particular original
equipment programmes of importance to Smiths are the F-18,
F-35, Eurofighter Typhoon, Apache Longbow and Future Lynx
helicopters. Update programmmes include the C130 AMP.

Commercial

In the cormmercial business, prospects are supparted by
firm business: the Airbus A380; the Boeing 787; and key
engine programmes, notably GEnx, Trent 1000, the CFM356
for narrow bodies, and the CF34 for regional jets. Further,
the value of Smiths products on the A380 and B787 is much
higher than on older generation aircraft.

The last several years of high self funded investment have
been dominated by three programmes: A380, 767 Tanker,
and B787. The first two are now effectively complete so R&D
expenditure wilt reduce accordingly..

The division is expecting to see further strong growth in the
commercial aircraft sector during the current year. In the
longer term, recent successful selection for new commercial
and military programmes should ensure a positive outlook for
Smiths Aerospace.

Smiths Detection

Group Managing Director: Stephen Phipsen

Description: Smiths Detection is a prime contractor and designs and
manufactures equipment to detect and identify explosives, weapons,
contraband and dangerous substances.

It has an unrivalled range of technologies, including trace detection,
x-ray, millimetre wave, infra-red and biological agent analysis.

Employees: 2,000

Principal operating regions: Manufacturing is concentrated in North
America, Germany, France and the UK.

Contribution to 2006 Group sales: Wy, 12%

Key customers: Some 85% of sales are made direct to governments
around the world including homeland security authorities, customs and

immigration authorities, emergency resgonders and the military.

Business developments

Smiths Detection acquired Livewave, Inc. in October 2005

for £10m. Livewave has developed software systems which
connect sensors and video cameras through a network to
remote viewing stations. Livewave's technology enables
Smiths Detection to provide a complete package of sensors
ranging from x-ray to chemical detectors and CCTV in a single
systern, linked 10 a central command and control capability.

In June, Smiths Detection opened its first manufacturing
facility in Russia. The new plant in St Petersburg will assemble
x-ray equipment and is a base for both sales and technical
support staff to serve the growing Russian security market.

Smiths Heimann Biometrics GmbH (SHB} was merged with
Cross Match Technologies, Inc. in August 2005 in exchange

~ for 43% of the issued share capital of that company. Smiths

investment in Cross Match is accounted for on an equity basis.
Markets

. Smiths Detection’s products serve the transportation, critical

infrastructure, ports and borders, military and emergency
responder markets. The Company also adapts technology
developed for these markets for carefully selected industrial
applications.

Within transportation and critical infrastructure, growth is
being driven by central and local governments and other
agencies which are putting in place security systems, for -~
example in airports and transpert networks. Individual
contracts can be large, causing the averall market to be
volatile year-on-year.
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Juty 2006

Smiths detectors deployed in New York
The New York Police Department purchased
and deployed Smiths hand-held explosives
detectors on the New York subway. Our
detectors enable the NYPO to screen
passengers for explosives quickly and
non-intrusively.

The ports and borders market is experiencing growth caused

both by security considerations and by authorities aiming to

reduce contraband through clamping down on those avoiding

payment of duty. The US Container Screening Initiative (CSI)
“in particular is driving growth in this sector. |

The military market for, UK and US technology is restricted

by export controls, and these two governments form a large
part of the market. The size of the market is influenced by
significant contracts that are large in relation to the total
market, although typically such contracts run for several years.

The emergency responder market is smaller than the other
markets and is charactertsed by more localised purchasing
decisions and steadier growth.

The markets served by Smiths Detection are particularly
influenced by specific events and the perception of the threat
of terrorist activity or other security issues. This perception
itself has been and is likely to remain variable. Smiths
Detection is warking with a number of governments to deploy
systems to counter the explosive threat identified in the UK in
August 2006.

Performance
2004 2005
E€m £m Increase
Sales 412 367 12%
Headline operating profit 77 69 11%
Sales

Sales rose 12%. The translation of the results of US
businesses at a higher dollar exchange rate and the effect

of exchange on other non-UK businesses increased reported
sales by 2%. Exctuding both acquisitions and disposals and
the effect of exchange translation, sales rose by 13%.

In the military sector, a number of existing military
programmes have been winding down in the period, while
several important new pragrammes including the Chem Bio
Protective Shelter programme, are beginning. Smiths is well
placed to benefit from new military pregrammes such as the
IS Department of Defense’s requirement for a new generaﬂon
of military chemical detectors.

Sales to transportation and airport autharities account for
one third of the division’s total, and new business secured
in this period will sustain growth ahead. Elsewhere, airport
operators around the world continue to acquire Smiths
equiprnent, |nclud|ng in this period those in Thailand, China,
Malaysia, Smgapore India, Pakistan, Japan, Australia and
New Zealand. Smiths recently won a contract to supply
securlty systems to the new terminal 3 at Dubai airport.

In addition Smiths Detection equipment is now being used:
on the New York and Prague subways and has been trialled,
at a commuter station in Maryland, US and on the London
Underground.

The ports and borders business supplies large x-ray systems

. to check containers in transit. Turkey, Abu Dhabi and Omanl

placed orders for systems to screen shipments through the|r
borders and airports. Belgian Customs are deploying new||
fixed and mobile scanners at Zeebrugge and Antwerp. Sm1ths
is also under contract to provide mobile cargo x-ray systems
[HCV} to the US Customs and Border Protection Agency. 1

Headline operating profit "
Headline operating profit rose 11% with the operating margin
at 18.6% compared with 18.8% in 2005. The profit increase
arose principally from volume growth, with changes in the!
business mix leading to a slight margin reduction, On a

statutory basis, operating profit was £81m (2005: £69m).

Research and development
Technology enhancement remains a high priority for Smiths
Detection, whether by Company funded R&D or by acquisition,
and has yielded a pipeline of new products, \

m=-

will hetp to identify and pinpoint explosives in hand luggag
A new desk-top system (500DT}, able to detect drugs and
explosives simultaneously, was launched and has been
certified by the Transportation Security Administration.

A new Hi-Scan x-ray system for airport security checkpoints
|

R&D expenditure was £30m, a decrease of £1m. Company;.

funded R&D was equivalent to 5% of sales in the year and ||
customer funding added a further 2%. Smiths employs over
400 scientists and engineers in the Detection business who!
identify and develop new technologies.

Forward-looking issues

Smiths strategy is to build a global business meeting
customers’ needs to detect biological and chemical agent
weapons, contraband and explosives.

w

To fulfil this strategy Smiths Oetection aims to develop
technology internally and to make acquisitions of both |
technology start-ups and more established businesses. ||*

Trading performance in a particular period will depend on the

contracts secured, which can be large and irregular. Tend'e'r:ing
activity is at a high level, however, and we are confident of}|
growth in 2007.
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Smiths provides life-saving medical
equipment to World Cup

S Srniths helped the German authorities
protect fooiball fans by supplying more than
1,000 hand-held pulse cximeters, which were
carried in backpacks by first responders. The
oximeters pravide blood oxygen saturation
and pulse rate monitoring for patients. .

Smiths Medical

Group Managing Director: Srini Seshadri

Description: Smiths Medical focuses en improving medical outcomes.
Smiths helps its customers:

= deliver medication, for example, by providing the equipment to deliver
chematherapy, pain relief and insulin;

= provide vital care, for examnple, by providing the equipment that
manages airways and fluids during and after surgical procedures,
as well as monitoring vital signs; and

* keep people safe, through safety devices for drawing bleod samples,
giving injecticns and delivering intravenous drugs.

Employees: 7,600

Principal operating regions: Manuiacturing is concentrated in the US,
the UK, Mexico and Italy.
\21%

Contribution to 2004 Group sales:

Key customers: Smiths Medical's end custemers are hospitals and
other healthcare providers worldwide. Most territories are serviced
through wholly cwned local sates and distribution companies.

Business developments

Smiths Medical has continued to integrate the activities

of Medex inc., acquired in March 2005, which is delivering
synergies to plan. Incremental synergies of £7m were achieved
in 2004. In Europe and the US, the separate Medex campanies
have merged with existing Smiths Medical companies
generating customer service and marketing synergies. R&D
programmes have been aligned throughout the business.

Manufacturing integration is in progress and is expected to
deliver cost reductions from 2007. During the year, Smiths
Medical announced the cessation of manufacturing at three
facilities - Duluth, Georgia; Wampsville, New York; and Hythe,
Kent - and the expansion of facilities in Mexico and Chio.

The cessation of manufacturing in Hythe is the largest of the
closures and will take two years to complete. Costs of £19m
(2005: £10r) have been charged in the year in respect of the
integration of Medex.

Rearganisation of the division’s global distribution system is
under way. Warking with logistics specialists, Smiths Medical
has established a European centre in The Netherlands to
serve all markets outside the US, replacing six national
warehouses.

In Septernber 2005 Smiths Medical disposed of its interests
in pvb Critical Care GmbH for £6m.

Markets

Smiths Medical's product ranges serve three main markets
- medication delivery, vital care and safety. The two main
contributors to overall market growth are ageing populations
and increasing spending on healthcare. The overall world
market for devices and equipment of the type supplied by
Smiths Medical amounts to some US$7bn and is growing
consistently at 5-6% per annum.

Across the three Smiths Medical product groupings, markets
are growing at varying rates. The global market for medication
delivery products is growing at around &%, while the market
for vital care products is showing annual growth of around 4%.
The glebal market for safety products is growing at around 8%
with particularly strong growth in the US, reflecting the present
60% conversion of the market to safety needles and 5%
conversion for peripheral intravenous (V] catheters. in other
geographic markets, conversion to safety products is in its
infancy, with minimal sales but rapid growth. The Company
has respected brands, competitive positions, considerable
expertise in design and manufacture and a worldwide sales
network.

Performance
2006 2005
£m £m Increase
Sales . 737 563 3N%
Meadline cperating profit 138 88 57%
Sales

Sales rose by 31%, benefiting from a full 53 weeks’ contribution
from Medex [compared with four months in 2005] and from
stronger average exchange rates used to translate the sales
of overseas businesses. There was good growth across the
Arnericas, Europe, Middle East, Africa and Asia.

During the year, sales of infusion pumps saw strong
growth, especially the Medfusian™ 3500 Syringe Purnp

and the accompanying integrated software, PharmaGuard®
Medication Safety Software. -

Sales of single-use devices moved ahead of last year. In
January, Smiths Medical signed a three year agreement

with Novation, which offers contracting services to 2,500
hospitals throughout the US, under which the Company will
be one of two suppliers of regional anaesthesia trays. These
are standard or custormised kits which provide all the necessary
products for clinicians to perform regional anaesthesia.
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September 2006 ' j 1
Smiths helps NASA with launch project

Bur Hypertronics business is warking w1th
NASA on an innovative electrical connector
that can withstand the intense vibrations of

a rocket launch without being damaged'The
connector is being developed for NASAS new
sun observaticn craft.

2

In addition, Smiths Medical secured two major contracts with
Premier Purchasmg Partners group purchasing organisation for
d1sposable anaesthesia and temperature management products.
The temperature management product portfolio continued

to increase its share of the market. During the year the
temperature probe product range doubled in size and attained
almost 50% market share in the US from 34% a year ago.

'Safety devices continued to sell well in the US. Combining the
Smiths Medical and Medex products has improved the range's
competitive strength and is generating incremental sales.

Headline operating profit

Headline operating profit rose by 57% in the year. The
translation of overseas earnings at stronger average exchange
rates increased profit by 2%. On a statutory basis, operating
proflt was £109m {2005: £58m).

The increased headline operating profit is due to including |
a full year's activity from Medex plus an initial contribution
from the synergies defived from the Medex integration and
other restructuring savings, together with mprovements in
the product mix.

Research and development

Investment in R&D rose to £25m from £318m. Of this, £16m
(2005: £14m] was charged against headline operating profit,
with the balance being capitalised.

Dunng the year there were a number of important new
product launches. The ADVANTIV® safety IV catheter and

the hypodermic needle/syringe Needle-Pro®EDGE™ were
designed in response to continuing awareness of needle-stick
injuries and consequent health risk. New respiratory products
launched included the Portex® adjustable flange tracheostomy
tube, the Portex®Thermovent® T2 heat and moisture exchange
device, and the PressureEasy® cuff pressure controller. The
line of anaesthesia offerings added a new carbon dioxide
absorbent, SODASORB® LF, and a single-use bougie for
difficult intubations. Smiths alse launched a new range of
advanced embryo replacement catheters, the Sure-Pro™

and Sure-Pro Ultra™ in response to the changing needs of
fertility specialists.

Forward- looklng issues

Smiths strategy is to continue to grow a global medical device -

business concentrating an improving medical outcomes by °
delivering medication, providing vital care and keeping medical
practitioners safe.

Smiths Medical is well placed to make further progress in the
comlng year across all its business areas.

- Safernatic Bearing Lubrication to SKF,

Smiths Specialty Engineering !

Group Managing Director: Paul Cox | |

Description: Within Specialty Engineering John Crane provides

mechanical rotating seals and associated equipment and services
used in process industries. Interconnect supplies components and
sub-systems for cennecting, protecting ang controlting critical

electronic and radic frequency systems. Flex-Tek provides ducting .
and hosing for a wide range of applications, mainly for heating and | |
ventilation and domestic equipment, Marine Systems supplies marlne!
electronics and charts. The last three are disclosed under the headlng
‘Specialty - Other’ in the segmental reporting in the accounts. ]!

Employees: 11,200 4 f,‘
'

i

Principal operating regions: John Crane and Marine Systems are
global businesses. Interconnect manufactures in the US, the UK, )
France, Germany, ltaly, Costa Rica and China. Flex-Tek manufactures .
rnainly in the US, but also in the UK, France, Malaysia and Mexico. ||'

Contribution to 2006 Group sales:

y John Crane 14% ‘ Specialty - Other 16%

Key customers: John Crane serves oil and gas companies and
refineries. Interconnect sells to aircraft manufacturers, defence
and wireless telecoms companies. Flex-Tek serves mainly domestic
appliance manufacturers and the US construction industry. Marine
Systems serves the global professional marine industry.

Business developments
In February 2006, John Crane opened a £1.5m manufacturing,
service and suppaort centre in Bangalore, India. During the
year, Smiths also purchased the remaining 33% minority
stake in John Crane Tianjin, China for £1.5m, thereby
increasing John Crane’s presence in the growing wet seal
sector in the region.

Smiths purchased Farnam Custorn Products Inc and |
Millitech, Inc for £4m and £19m respectively, boosting Flex-Tek
and Interconnect’s presence in heating and ventilation and’
millimetre wave technologies respectively. The business and
assets of Lorch Microwave LLC were purchased for £15ml|
increasing capability in microwave filters.

After the year end, the Company completed the dispasal of
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B WA July 2006 .

W ) Explosives detectors for new Dubai terminal
Smiths was selected to help protect
passengers at the newest terminal al the
Middle East's busiest airport. Around 70
¥-ray screening systemns will be integrated

sintg the state-of-the-art baggage handling
systern in arder ta screen luggage for threats.

Markets ) :

Smiths Specialty Engineering’s principal businesses - John
Crane, Interconnect and Flex-Tek - each address specific
markets. Atthough each market is different, the demand for
Specialty Engineering's products rose generally across all
markets in 2006.

John Crane’s largest markets are the oil and gas sector and
the petrochemical and other process industries. Maintenance
and support ferm a large part of total demand, with new
projects providing an incarme stream many years after
installation of equipment. John Crane’s markets are driven
by general economic expansion but in particular by growth
within the oil and gas industry.

interconnect’s largest markets are aerospace, defence and
wireless telecommunications. Within aerospace and defence,
Interconnect’s preducts include antenna systems, connectors,
cable assemblies and frequency sources.

In the wireless telecommunications sector, Interconnect
supplies devices to protect base stations from power surges,

" as well as coawial cables and electronic components.

Flex-Tek serves mainly domestic appliance manufacturers and
the US construction industry. Demand is normally a function of
overall economic growth.

Performance
2006 2008
€m £m Increase
Sales .
John Crane 518 463 12%
Specialty - Other 556 466 19%
1,074 929 16%
Headline operating profit
John Crane &9 63 1%
Specialty - Other 84 b4 Ji%
153 127 21%

Sales .

Sales rose by 16%. The translation of the results of US
businesses at the higher dollar exchange rate and the effect of
exchange rates an other non-UK businesses increased sales
by 3%. Excluding both acquisitions and the effect of exchange
translation, sales rose by 9%.

John Crane's markets have been particularly strong in

2006, specifically within the oil and gas sector in the US,

Latin America and Asia Pacific. Improved market conditions
combined with the benefits of focusing on enhanced customer
service produced a 12% increase in John Crane sales while
tight cost controls produced a profit increase of 11%.

John Crane has won several large projects which will secure
future revenue streams, including the Minatitlan process plant
for Pemex in Mexico and the Qatar Gas Refinery. John Crane
UK is in the process of installing a new technology centre
which will be capable of testing gas seals to extreme pressure.

John Crane won a Gueen’s Award for its turbomachinery
business in recognition of its success in expanding its business
well in excess of the general levels of market growth and for
its efforts in developing and marketing advanced technotogies.

For the rest of Specialty, a number of major new contracts in
Interconnect and a strong construction market for Flex-Tek
resulted in overall sales growth of 19% and prefit growth of
31%. Major contract wins include a deal to manufacture the -
award-winning Tarsier runway debris monitoring system in
the USA won by the recentty acquired Millitech and satellite
communications for the new Boeing 787, won by Tecom.

Headline operating profit

Headline operating profit rose by 21%. The translation of the
US results at the higher dollar exchange rate and the effect of
exchange translation 6n other non-UK businesses increased
the division’s profit by 4%. On a statutory basis, operating profit
was £74m for John Crane (2005: £65m) and £76m for the rest
of Specialty Engineering (2005: £70m).

Research and development
R&D expenditure-for the division as a whole increased by £2m
to £24m,

Forward-looking issues

Smiths strategy is to grow each of the principal Specialty
Engineering businesses. In pursuit of this strategy, Smiths
aims to broaden the customer or market base where the
application of its technological expertise and engineering
skills are most appropriate, for example the development of
Interconnect products for the medical equipment market.

- Smiths Specialty Engineering’s outlook is for further growth

in the year ahead, helped by the continued upturn in the
investment cyeles for oil and gas and telecors infrastructure,
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February 2006 }
Smiths opens plant in India
Smiths is always looking for new ways to ]
y move closer ta its customers and is already
aperating in more than 50 countries. (n |||
§ February, John Crane began manufacturi
its high-performance seals in India.

ng
|

Financial review

Accounting policies

The accounts in this report are the first annual accounts
Srmths has prepared under International Financial Reporting
Standards (IFRS), as adopted by the European Union [EU).
The accounting policies used in preparing these accounts
are set out on pages 54 to 57. The information for the year to
31 July 2005, previously reported to shareholders under UK
Generally Accepted Accounting Principles (UK GAAP] has
been restated to conform to IFRS.

The significant differences between IFRS and UK GAAP
have been drawn to shareholders attention in a number of
publications including the Operating and Financial Review in
the Annual Report and Accounts 2005 and in a press release
dated 21 November 2005 published on the Smiths website
[www.smiths.com/press_2005.htm). Further information
about the transition to IFRS and the key accountmg policies
can be found on page 90. .

The accounting policies adopted include those necessary

to comply with the requirements of IAS 32 and IAS 39

.. accounting standards that deal with the measurement and
disclosure of financial instruments. These standards were
adopted prospectively from 1 August 2005 and, as permitted,
the comparative figures exclude the impact of the new
standards. The 2006 financial year ended on 5 August. .

' The 2005 financial year ended on 31 July.

Significant judgements, key assumptions and estimates
Applying accounting policies requires the use of certain
judgements, assumptions and estimates. The most important
of these are set out below. Further judgements, assumptions
alnd estimates are set out in the accounts.

Revenue recognition

The timing of revenue recognition in complex contractual
arrangements is important and is usually measured by
reference to the stage of completion of contract activity at

the balance sheet date. This assessment necessarily requires
a high degree of judgement. For other aspects of revenue
récognition, Smiths accountlng policies allow revenue to be
recognised only when'the risks and rewards of ownership
have passed to the customer.

Impairment
IFRS requires companies to carry out impairment testing on
any assets that show indications of impairment, and annually

on goodwill and intangibles that are not subject to amortisation.

This testing involves exercising management judgement about
future cash-flows and other events which are, by their nature,
uncertain. The measurement of the impairment charge recorded
this year against Tl Automotive s an example of this judgernent.

]

Retirement benefits

The assumptions underlying the calculation of retirement
benefits are important and are based on independent adwcg,
Changes in these assumptions could have a material impact
on the measurement of our retirernent benefit liabilities.

3

Taxation '
The tax charge for the year represented an effective rate ofj|,
26% on the headline profit before taxation, the same as for

2005. This has been maintained through taking advantage of
global tax incentives, the tax-efficient use of capital and actlve
tax compliance management. Tax payments normally lag the
tax charge and therefore boost free cash-flow. Current and
deferred tax liabilities are recognised on the balance sheet|!:
in accordance with generally accepted accounting practice!|!

The fundamental tenets of the Smiths approach to taxation|'
are to enhance the Company's competitive position on a
global basis, while engaging with tax authorities around the
world on a basis of full disclosure, fuil co-operation and full:
legal compliance. The Board considers and approves the [ :
management of the Company's tax affairs in the context of, .
the Company’s commercial objectives. '

Smiths seeks to build open relationships with tax authormels
to bring about timely agreement of tax affairs and to remove
uncertainty on business transactions.
The Company's taxation strategy is to mitigate the burden of
taxation in a responsible manner for competitive advantage‘,?
and, in this way, to enhance long-term shareholder value. (|-

Cost of capital and return on investment .
Smiths uses its weighted average cost of capital as one
measure to appraise both internally-generated investrment
opportunities and acquisitions. During 2006, the Company’s:
weighted average cost of capital (WACC) was 8%.

The after-tax headline return on average shareholder
investment, including goodwill set-off against reserves [ROI),
was 14% [2005: 1 1%'.

Retirement benefits

The Company applies the full accounting requirements
of International Accounting Standard [IAS) 19. These
requirements are broadly similar to those previously
adopted under UK GAAP.

Under IAS 19, the balance sheet reflects the net surplus/deficit
in retiremient benefit plans, taking assets at their market
values at 5 August 2006 and evaluating liabilities at year end
AA corporate bond interest rates.
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Smiths awarded $23 million US Government
contract for maobile x-ray

Srniths was chosen to supply the US i
Government with high-energy mobile cargo
screening systems to be deployed at several
strategic ports through the country adding a
new layer of security in America’s defences
against terrerism.

The table below gives an analysis of the year end retirement
benefit Uabilities.

2004 2005
Funded plans:
UK plans - funding status 105% 101%
US plans - funding status Bi% . 7%

tm £m
Surplus/[Deficit):
UK/US funded plans 79 (104)
UK/US unfunded plans (118] (131)
Total liability ) (391 (237]

Company contributions to the funded pension plans were
£110m in 2006 [2005: £52m) including a £61m special payment
to facilitate UK scheme mergers involving underfunded
schemes. The funds’ investments achieved a return of 9% in
the year. The UK AA corporate bond rate increased to 5.3%.

Mortality assumptions are reviewed at each actuanal
valuation, and were updated in the current year in the UK.

The present assumptions are illustrated by the life expectancy
of a 65-year-old retiring in 2033. Men are assumed to have a
life expectancy of 21 years and women 24 years. The change
in mortality assumptions has increased UK pension liabilities
by 4%. In the US, mortality assumptions were updated in 2005.

Full details of the retirement benefits accounted for under IAS
are shown in note 9.

Exchange rates

The results of overseas operations are transtated into sterling
at average exchange rates. The net assets are translated at
year-end rates. The exchange rates. expressed in terms of
the value of sterling, are shown in the following table.

2006 2005

Average rates:

Dollar 1.79 1.85
Euro 1.46 1.46
Year end rates:

Dollar 1.91 1.76 Dollar weakened 8%
Euro 1.48 145 Euroweakened 2%

Dollar strengthened 3%
Euro unchanged

Dividend policy

Smiths operates a progressive dividend policy. The objective
is to increase dividends annually when trading results and
prospects justify it, and, in the long term, for dividends to be
twice covered by headline earnings.

Goodwill and intangibles

Goodwill on atl acquisitions since 1998 is capitalised and,
under UK GAAP, was amartised over a maximum 20-year
period. Under [FRS, goodwilt is ne longer amortised but
instead is subject to annual reviews to test impairment.

On transition to IFRS, the amortised balance was tested for
impairment, and subsequent tests have been performed in
2005 and 2006. Impairment of £11m was charged in 2005 in
respect of the acquisition of Fairchild Defense Systems; no

impairment charges have been made in the current year,

Treasury

The aim of Treasury in Srmiths is to ensure a robust and
prudent financial profite while driving value throughout the
Company to attain the business's full potential. With this
geal in ming, Treasury aims to reduce the cost of capital
by optimising financial liabilities with the support of world
class banks.

Smiths continues to apply centralised treasury managernent
over its financial risks, operating within a strong control
environment. The Company uses financial instruments to
raise money for its operations and to manage the related
financial nsks. Smiths neither speculates nor trades in
derivative financial instruments and all financial instruments
are properly recognised on the balance sheet. The Board has
approved a Treasury Policy, which governs the financial risk
profile, and a treasury compliance report is presented annually
to the Audit Commitiee.

The objectives of the treasury function remain the same as
in previous years and are explained in further detail below.

1. To deliver the liquidity requirements of the businesses
cost-effectively. The Company aims to minimise the level

of surplus cash but, where surpluses arise, tight controls
apply to ensure that they are securely placed with highly-rated
counterparties and are available for redeployment at short
notice. The Company is required under IFRS ta show gross
borrowings and cash under its cash pooling arrangements,
despite these balances being netted for interest purposes,
which exaggerates the Company’s surplus cash balance. Local
working capital needs and capital expenditure requirements
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' Smiths delivers technology far Joint Strike
Fighter
Smiths Aerpspace delivered hardware for
the first flight of the Joint Strike Fighter F-35.
Our Aerospace systems on the F-35 JSF are
valued at $6-7bn, while Sriths Intercennect
has been selected to provide broadband
cable assemnblies.

are typically funded by local bank facilities. In addition,
Smiths has extensive local and cross-border cash pooling
arrangements, and arm’s length inter-company lending
through fipancial centres, to optimise the globat deployment
of funds across its businesses in a tax-efficient manner.

2. To manage the central funding demands and provide a low
cost of debt. The Company’s funding requirements are largely
driven by acquisition activity and met by centrally arranged
debt finance. Smiths has net debt of £923m with average
maturity of five years and at an average effective interest rate
after interest and currency swaps of 5.6%. Through the use

of interest rate swaps, Smiths maintains a broadly even mix
of fixed and floating rate debt.

Credit ratings remain at A-/A3 with Standard & Poor’s

and Moody's respectively, reflecting the Company’s strong
financial profile and business outlook. The key financial
measures that the ratings agencies consider are interest
cover, currently standing at 9.6 times headline operating
profit and the proportion of operating cash-flow to total debt,
which under IFRS stands at 40%.

3. To develop and maintain strong and stable banking
relationships and services. Smiths has a core and stable
group of eleven leading global banks and financial institutions
that competitively tender for treasury business. Credit
exposures to any one bank are carefully controlled. All
business transacted with the banks is on consistent terms
and is fairly allocated.

"4. To provide reasonable protection from the effect of foreign
currency volatility. Material cross-border sales or purchase
contracts in foreign currencies are hedged at their inception
by appropriate derivative financial instruments, principally
farward foreign exchange contracts and swaps, with the
Company's core banks as counterparties. Whilst the trends
of foreign currency movements cannot be eliminated, this
hedging programme reduces volatility, protecting cash-flow
|and margins.

Smiths has adopted hedge accounting for the majority of the
Company's business at its larger sites, thereby mitigating the
impact of transactional exposures in the profit and loss account.

(Smiths protects its reserves from foreign currency fluctuations
'by ensuring that at least 75% of the total net overseas
operational assets are offset either by borrowings in the
respective currency or by currency swaps. This excludes
,goodwﬁl which is only partly hedged.

Overseas earnings are translated at average currency rates
for the year, which smoothes the effect of currency volatility.

The Company's sirategy is to continue to take a nsk—aversé
approach to managing and controlling financial risks. be it[
hedging currency and interest rate risk, liguidity or manage‘mem
of refinancing risk.

Financial controls

While the Company's decentralised organisation delegates
day-to-day control to tocal management, Smiths has _
cormprehensive control systems in place with regular reporting
to the Board. The Company has continuous formalised
business risk management processes operating at each
business unit,

The internal audit department reviews all units over a rolling
three-year cycle, and its findings are reported to the Audit '
Committee. All acquisitions are reviewed within 12 months of
acquisition, to verify compliance with Company procedures

Further information regarding the Company's procedures
to maintain strict controls gver all aspects of risk, mcludmg
financial risk, are set out in the Corporate governance report
on pages 36 to 39.

l.egal issues

Smiths is committed to operating within the law in all
applicable jurisdictions, and seeks to benefit from the rights
and protections afforded by relevant laws. The Company 1|
aims to anticipate and meet the changing requirements of
the markets it serves, as legal and regulatory reforms |mpact
those markets.

Smiths faces different types of legal issues in different |/,

jurisdictions. The high level of activity in the US, for example,
exposes the Cornpany to the likelihood of various types of|

litigation commonptace in that country, such as ‘mass tort:

andclass action’ litigation, proceedings threatened (and
sometimes begun) as an aid to negotiated settlement of
disputes, and legal challenges to the scope and validity of
patents. An industry wide class action was settled during the
year in respect of a product made by Titeflex in the Specialty
Engineering division {see note 4 to the accounts).
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Smiths honeured for medical technology
With the incidence of the more serious

Type 1 diabetes on the increase, there

is a growing need to improve treatment,

. gl Our Clee™ insulin infusion set received two

¥ v @ awands for medical design excellence this year.

June 2004 :

Smiths supplies US military with chemical
* detectors

Smiths wins $%.5m contract te supply sur
battle-proven Improved Chemical Agent
Manitor [ICAM] units to the US military.
These rugged post-atiack devices quickly
locate the presence of nerve and blister

agents on both combat and hornetand
i3] security missions,

In addition, contracting with the US Government subjects

a company to numerous stringent regulatory obligations,
calling for an active programme of compliance, reporting and
communication. By contrast, the Company’s activities in some
countries with less developed legal systems pose challenges
for the protection of corporate assets such as real estate and
intellectual property rights.

In order to address the challenges and explait the opportunities
anising from these and other legal issues, Smiths employs
suitably experienced lawyers in head office and certain
operations, and retains the services of law firms around

the world.

John Crane, Inc. Litigation

As previously reported, John Crane, Inc. [John Cranel a
subsidiary of the Company, is one of the many co-defendants
in numerous law suits pending in the USA in which plaintiffs
are claiming damages arising from exposure to, or use of,
products containing asbestos. The John Crane products
generally referred to in these cases are ones in which the
asbestos fibres were encapsulated in such a manner that,
according to tests conducted on behalf of John Crane, the
products were safe. John Crane ceased manufacturing
products containing asbestos in 1985.

John Crane has resisted every case in which it has been
narmed and will continue its robust defence of all asbestos-
related claims based upon this ‘'safe product’ defence. Asa -
result of its defence policy, John Crane has been dismissed-
before trial from cases involving approximately 128,000 claims
over the last 27 years. John Crane is currently a defendant in
cases involving approximately 162,000 claims. Despite these
large numbers of claims, John Crane has had final judgments
agaimst it, after appeals, in only 55 cases, amounting to awards
of some US$52.6m over the 27 year period.

To date these awards, the related interest and all material
costs of defending these ctaims have been met directly by
insurers. Since the year end John Crane has secured the -

. commutation of certain insurance polictes, resulting in

anticipated proceeds of approximately US$54m. While
substantial insurance will remain in place, it is likely that
John Crane will in future meet defence costs directty,
seeking appropriate contributicn from insurers thereafter,

No provision retating to this litigation has been made in these
accounts.

Risks and uncertainties

Srniths operates globally in varied markets and manages
the risks inherent in its activities. The Company seeks to
mitigate exposure to all forms of risk, both external and
internal, where practicable, and to transfer risk to insurers,
where cost-effective.

External risks include global political and economic
conditions; actions of competitors; the effect of legistation or
other regulatory action; foreign exchange: raw material prices:
pension funding; credit; environmental issues; and litigation.

Internal risks include investment in new products, projects and

‘technology; acquisitions; controls failure; inability to supply and

business continuity.

External risks

Global political and economic conditions

Smiths operates in over 50 countries, although some 90%
of the Company's employees are located in North America,
the EU and Japan. The Company is exposed to political risk,
natural catastrophe and possible terrorist action.

Some 55% of total sales are to customers in the US, and the
Company is therefore particularly affected by US economic
conditions. Demand for products from the Detection business
is mainly dependent on spending by governments and
government agencies.

Political risk

The demand faced by the Company in the military aerospace
sector is dependent on defence spending by governments,
mainly in the US and Europe.

Natural catastrophe

Because of the location of operations, Smiths is exposed to

a number of natural catastrophe risks, such as earthquake,
flood and windstorm. Where cost effective, such risks are
mitigated through physical measures designed to counter the
impact of a catastrophe. The value of assets and associated
profits are also protected by insurance.

Possible terrorist action

The demand faced by the Company in the commercial
aerospace sector is a function of airline profitability, primarily
driven by economic prosperity, which tends to be affected by
terrorism or international tension. Commercial aerospace
sales account for less than 15% of total activities.
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July 2004

Smiths awarded A400 contract i
Smiths Aerospace was awarded a contract
H to supply the in-flight refuelling probe for |
the Airbus AL00M aircraft. The contract has

a potential value of $35m,

The diverse nature of the Company’s products, services and
customers helps mitigate the effects of adverse changes

in political and econornic risk on the demand that Smiths
experiences. '

Actions of competitors

Smlths operates in highly competitive markets. Product
innovations or technical advances by competitors could
adversely aifect the Cornpany. The diversity of operations
reduces the possible effect of action by any single competitor:

The Company invests some 10% of revenues in research and
development in order to sustain competitive advantage, and
works continually to ensure that the cost base is competitive.

Effect of legislation or other regulatory action

Srniths is subject to a broad range of laws, regulations and
standards in each of the jurisdictions in which it operates.
Unexpected changes in these laws or regulations could
significantly impair performance; equally, a failure to comply
with these laws, regulations or'standards could damage the
reputation of the Company.

The Aerospace, Detection and Medical businesses are
particularly subject to fegulation, with certain customers and
regulatory or other enforcement bodies routinely inspecting
the Company's practices, processes and premises. Certain
tegal liability risks, such as product liability and employer’s
liability, are transferred to insurers, subject to policy limits and
conditions. However, the Company and its subsidiaries have
been in business for many years and there is a risk of latent
injury claims which may not be fully covered by insurance.

Foreign exchange

The Company is exposed to two types of currency risk:
‘transaction risk’ in respect of products manufactured in cne
currency region and sold in another currency; and ‘translation
risk’ in that the results of non-UK businesses will translate
into differing sterling values depending on the exchange rate.
The Company's practices for managing currency risk, as set
out in the Treasury section, generally mitigate transaction
risk in the short term. Over the longer term, Smiths remains
exposed to both transaction and translation risk.

Longer-term transaction risks are mitigated by manufacturing

or sourcing components in the same currency as that of the sale.

Net exports from the UK comprise approximately 17% of
total sales.

|
|

Raw material prices ' ;
Smiths products contain various raw materials or purchase'd
compaonents includlng electronic components, metals and ||
plastics. Any increases or volatility in prices and shortages |n
supply can affect the Company’s performance The diversity
of operations both geographically and in terms of product( 1
area reduces the dependence on any single item or supphpr
Purchasing policies take into account and seek to mitigate
such risks where practicable.

Pension funding

The Company operates significant pension plans as detalled
in note 9 to the accounts. The average funding level of the||
funded plans at 5 August 2006 was 103% measured by IAS 19
methodology. Funding of pension liabilities at that date was)|
soime 55% by equities and 45% by other assets. Smiths is| |,
subject to various funding risks, principally poor perforrnance
of the equity investments, and increased longevity of members

Credit '
Smiths is exposed to credlt risk in relation to customers,
banks and insurers. Credit control practices take into account
the perceived risk. The customer base is relatively diverse'}|

|
Risk cantrols with regard to the Company's bank deposits are
set out in the Treasury section.

Where appropriate, Smiths seeks to insure business risks W|th
insurers of goed standing. The insurance industry is, however
subject to credit nsk, particularly in the event of catastrophe or
where an insurer has substantial exposure to a specific risk.
Occasionatly insurer credit risk may be rtigated through |
policy commutation.

Environmental issues '
The environmental laws of the jurisdictions in which Smiths
operates impose actual and potenttal obligations on the

Company to remediate contaminated sites, including some
sites no longer owned by Smiths. The Company makes
provision for the expected cost of remediation based on
independent professional advice [see note 21 to the accountsl
There is a risk that remediation could prove more costly than
expected and that further contamination could be discovered.

Litigation
Smiths is subject to Utugatlon from time to time in the ordlnary
course of business, and makes proviston for the expected cost
based on appropriate professional advice (see note 21 to the
accounts), Details of current, material litigation are set out in
the Legal Issues section.
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April 2004

Smiths chemical biolegical protective
shelters for US military

We developed this shelter for the US
Department of Defense as a highly mobile,
self-contained, collective protection system.
It demonstrates a growing capability in
Smiths far integrated systems.

May 2006

Smiths provides Thrust Reverser Actuation
System for Boeing 747-8

Smniths Aerospace was selected by Boeing to
supply the Thrust Reverser Actuation System
[TRAS) far the new 747-8 airplane. Potential
sales could exceed $100m,

The outcome of legat action is always uncertain and there
is always the risk that it may prove more costly and time
consuming than expected. There is a risk that additional
litigation could be instigated in the future which could have
a material impact on the Company. In some liability cases,
legal expenses are covered by insurance.

Internal risks

Investment in new products, projects and technology
Smiths develops new technologies and introduces new
products, in some cases contracting to supply the products
to the customer before the design is established or proven.
All new technologies and products involve business risk both
in terms of possible abortive expenditure, reputationat risk,
and potential custemer claims or onerous contracts. Such
risks may have a material impact on the Company.

Acquisitions

Smiths is an active acquirer: acquisitions may invalve risks
that might have a material impact on the Company. These
risks are mitigated by extensive due diligence, and, where
oracticabte, by representations and warranties and indernnities
from the vendors.

Controls failure

Srniths operates controls as described in the Corporate
governance report. Failures in these controls might have
a material impact on the Company. ‘

Inability to supply and business continuity

Inability to supply against contractual commitmenis is a

nisk, which could be material in relation to larger contracts.
Srniths mitigates this risk by implementing effective business
continuity plans throughout the Company and, where
practicable, transferring them through business interruption
insurance.

Corporate responsibility

Corporate responsibility for Smiths is enshrined in the

sixth strength: ‘'doing business the right way". Smiths defines
‘the right way' in the Code of Corporate Responsibility and
Business Ethics'[the Code’], which is based on 12 principles:

(1) compliance with national laws and regulations;
(2) fair and vigorous competition in the marketplace;

(3] integrity and ethical conduct as the standard of individual
and corporate business behaviour;

(4] fair and honest treatment of suppliers and customers;
(5} proper and respectful treatment of employees;

(6] high standards for health and safety in the workplace:
{7] respect for the environment;

{8} contributions to the cormmunities in which we tive
and work;

{9] straightforward public information and activities;
(10 respect for human rights;

(11) prudent and transparent public accounting and reporting;
and ‘

(12] a culture of compliance throughout the entire Smiths
organisation - from the Chief Executive to the newest
employee.

Translated into 13 languages, the Code applies to all Smiths
businesses and employees worldwide and provides the
framework for policies, pregrammes and procedures for a
range of corporate responsibility issues. |t is endorsed and
fully supported by the Board.

Controls on defence sales

All sales of defence equipment are undertaken in
accordance with government expert and approval
procedures and regulations, such as the International
Traffic in Arms Regulation and the Export Administration
Regutation in the USA. These laws prohibit export of certain
items to specific countries. Smiths adheres to all relevant
government guidelines designed to ensure that products are
not incorporated into weapons or other equipment used for
the purposes of terronsm, internal repression or abuse of
human rights, with internal contrals to ensure compliance
with these guidelines. Compliance support to Smiths
businesses worltdwide is provided through a Business Ethics
and Compliance tearn, which provides advice, export control
palicies, education, training, guidance materials and risk
assessment tools.
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June 2006 ‘
Smiths opens plant in Russia

Smiths Detection opened a praduction |
facility in St Petersburg enabling it 1o serve
the fast-growing Russian security maqket

!

In addition, Smiths Aerospace, together with the UK's leading
defence companies and defence sector trade associations,
joined the UK Defence Industry Anti-Corruption Forum,
established earlier this year to promote the prevention of
bribery and corruption in the international defence business.

Developments in reporting

For the first time Smiths is producing a Corporate responsibility
report this year, building on the environment, health and safety
reports published in previous years. Bringing the discipline of
reporting and measuring progress to other Company
responsibilities - employees, suppliers, communities — will
help Smiths ensure that, in the long term, the principles of the
Code are implemented consistently across the business.

You can find the full report on the Smiths website,
www.smiths.com. Following is a summary cf the main
activities and progress for 2006.

Summary of Corporate responsibility report

Managing corporate responsibility

The Code is set by the Board and monitored by the Code
Compliance Council, chaired by the General Counsel, which
reports at least twice a year to the Audit Committee of the

h

Board. Responsibility for managing specific issues, however
lies at different levels within the Company, depending on the
nature of the issue and how it can most effectively be rnanaged:

» environrental issues are managed though a Group- wude
steering committee and organisation;

= health and safety issues are managed likewise;

» employee issues are managed through the human !
resources function and by line management; b

» supplier/customer programmes are managed dwasuonalty
and

» community programmes are principally managed local_ly',
although there is also some Group-level activity. !

For the coming year, Smiths has set three main goals for.
managing corporate responsibility:

* to understand beiter the Company's corporate
responsibilities as they apply to global operations;

* to capture the views and opinions of key stakeholders; ajnfnd

» to continue to drive the Cornpany’s environment, heatth and

safety programmes.

It

Environment

Performance against targets
Target [set July 04)

2006 result

Srniths is committed to ensuring that, as far as is reasonably practicable, any detrimental effects of its activities, pmducts
and services upon the environment are minimised. In practice, this means using performance-based environmental
management systems to drive improvement throughout the business.

Comment

I1S014001 certification
far all sites except small offices, with new
acquisitions achieving certification within two years

83 out of 104 eligible sites certified

Programmes in place to
achieve certification for the
remaining sites

Energy consumption
target set at 180MWh/Em sales {5% reduction
over three years]

176MWh/Em sales

Target achieved one year
early. Continuing with efforts
to achieve further reduction

Waste to landfill
target set at 3.5 Tonnes/Em sales (6% reduction
over three years)

2.93 Tonnes/Em sales

Target achieved one yeéjr'
early. Continuing with efforts
to achieve further reduction

Air emissions target set at 112kg/£m sales
(6% reduction over three years]

100kg/Em sales

Target achieved one year
early. Continuing with efforts
to achieve further reduction

Water consumption
target set at 411m%€Em sales (12% reduction
over three years)

398m*/Em sales

Target achieved one year
early. Continuing with efforts
to achieve further reduction
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June 2006

p  Smiths turbine plant

Il New Smilhs Aerospace turbire engine

components facility in West Jefferson,

BH North Camlina, The new facility represents
) 2 US$4dm investment by Smiths.

Health and safety

steadily, from 70% to 73%.
Performance against targets

Smiths is committed to conducting all its activities in a manner which achieves the highest practicable standards of health
and safety. Smiths operates an internal health and safety management system using proprietary audit software against
which all facilities are assessed once a year. This year, the cverall average scores for compliance continued to improve

Target [set July 04] 2006 result Comment

Recordable incident rate 2.58/200,000 man-hours Ongaing year-on-year
no target set A improvernent achieved
Lost days rate 27.91/200,000 man-hours Ongoing year-on-year
no target set : : improverment achieved
Lost time incident rate 1.15/200,000 man-hours Target not yet achieved,
1incident/200,000 man-hours additional focus on this

area

Employees

Smiths and its businesses employ 31,832 people in 46
countries on six continents. 57% of employees are locaied
in North America, and 23% in the UK. The remaining 20%
is predorinantly located in Germany, France and ltaly.

The Company's policy is to provide equal opportunities

for employment. Smiths recruits, selects and promotes
emplayees on the basis of their qualifications, skitls, aptitude
and attitude. In employment-related decisions, Smiths
complies with anti-discriminaticn requirements in the relevant
jurisdictions concerning matters of race, colour, national
origin, gender, mantal status, sexual orientation, religious
belief, age, or physical or mental disability. Disabled people
are given full consideration for employment and subsequent
training, career development and promotion on the basis of
their aptitudes and abilities.

All Smiths employees are treated with respect and dignity.
Accardingly, any harassment or bullying is unacceptable.
Smiths respects the right of each employee to join or not to
join a trade union ar other bona fide employee representative
organisation. Smiths believes in good communications with
employees and in promating consultation, co-operation and
teamwork on matters of mutual concern.

Smiths offers share schemes that enable employees to
acquire an interest in the Company’s shares and to align
their interests more closely with those of shareholders.

Reaching full potential

Smiths invests in employees’ skills and capabilities to help
them reach their own full potential, which in turn helps the
Company and its businesses to do likewise. Current priorities
for Smiths to achieve full potential across the Group are talent

development, succession planning and employee engagement.

Talent development

Smiths Group and the individual businesses continue to
invest in identifying and developing the talents of employees.
Smiths provides employees with challenging work that
stretches their capabilities, backing that up with training and
development activities tailored to individuat needs. In 2006,
Smiths introduced a new process for the most senior people,
integrating the performance review with the overall full
potential goals of the business.

Smiths continues to be actively involved in all aspects of
training and developing young people, including initiatives
designed to ease the transition from school to work. Horizons
is a two-year pregramme for newly and recently appointed
graduates and those early in their career which provides an
understanding of the Company and the business world in
general, and develops personal and teamworking skills.

Succession planning

Smiths has a systernatic succession management process
for senior leadership roles. The Company identifies leadership
talent and development needs, and follows this up with
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August 2006

Smiths lLaunches new IVF catheter

We believe in talking to our custorners and
adapting to fit their needs. This year we
launched a new range of catheters for VF
procedures after talking to fertility specialists
and patients. The embryo transfer cathelers
are the first to be visible under ultrasound.

January 2006 !

Smiths in top 100 most sustainable
=1 businesses

Smiths was voted one of the world's mast
sustainable businesses in the Global 100
This is a listing of the glabal blue chip |{!
companies with the strongest sustainabuhty
performance.

individual development plans that are monitored by senior
management.

Employee engagement

Smiths provides information to and communicates with
employees as an impertant part of doing business. Employees
are regularly provided with a wide range of infermation
concerning the perfermance and prospects of the business

in which they are involved by means of employee councils,
information and consultation forums, and other consudltative
bodies that allow their views to be taken into account.

Suppliers

The Company's policy and practice is to pay suppliers
prornptly in accordance with agreed terms of business. The
average time taken 1o pay an invoice was 35 days (2005: 35]
for the parent Company and 48 days (2005: 48) for the Group
as a whole [calculated in compliance with the Companies
Act 1985 (Directors' Report] (Statement of Payment Practicel
Regulations 1997].

Smiths believes in working in partnership with its suppliers,
0 as to meet the expectations of customers, and to ensure
quality, value and timeliness throughout the supply chain.
The extent to which the Company works in partnership

with suppliers varies across the Group, however, and this is
therefore an area Smiths will be focusing an in the coming
year in terms of understanding better the Company’'s
corporate responsibilities as they apply to global operations.

Communities

As well as providing employment opportunities and training
and development activities, Smiths seeks te contribute to
the comrnunities in which it operates by participating in
and supporting cormmunity and charitable initiatives.

With long-established roots in local communities where
Smiths is often a majer employer, Smiths businesses take

an active role in the community, in schools, universities, and
hospitals. These are often small but significant initiatives
involving people’s time, rather than large corporate donations.
Individual businesses also support charity projects, for
example funding the Smiths Medical Chair of Anaesthesia
and Critical Care at University College London.

Additionally, Smiths supports national and international’

charitable organisations from a central budget administered by

the Charity and Donations Committee, for example donations
to St Mungo’s, a London-based charity that provides practical
support for thousands of homeless and vulnerable people.

:

The purpose of this Annual Report is to provide infarmation to '
the members of the Company. The Annual Report contains certain

forward-looking statements with respect to the operations, perforrance

|4

i

and financial condition of the Group. By their nature, these statements
involve uncertainty since future events and circumstances can cause

forward-looking statements reflect knowledge and information avallabl:
at the date of preparation of this Annual Report and the Company I
!

I undertakes no obligation o update these forward-looking statements,
{ Nething in this Anmual Report should be construed as a profit forecast

e e — L e
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01 Donald Brydon, CBE Chairmant+*

Aged 61, British. Donald Brydon was appointed to the Board

in April 2004, becoming Chairman on 21 September 2004. He
was previously Chief Executive of AXA Investment Managers
SA and prior to that had been Chairman and Chief Executive of
BZW Investment Management He is non-executive Chairman
of the London Metal Exchange, Chairman of Taylor Nelson
Sofres plc, a Member of the Board of AXA Investment
Managers SA and a non-executive director of ScottishPower
plc He was formerly Chairman of Amersham plc

Chawman of the Nomination Committea.

02 Keith Butler-Wheelhouse, Chief Executive

Aged 60, British. Keith Butler-Wheelhouse was appointed

to the Board in August 1996 and became Chief Executive in -
November 1996. He was previously President and Chief
Executive Officer of Saab Automobile in Sweden and prior to
that had been Chairman and Chief Executive of Delta Moter
Carporation in South Africa.

03 Sir Nigel Broomfield, KCMG Non-executive director*+
Aged 69, British. Sir Nigel Broomfield was appointed to the
Board in December 2000 having been a non-executive director
of Tl Group plc since 1998. He is Chairman of Leonard Cheshire

and President of the German-British Chamber of Commerce

and Industry. He transferred from the Army to the Fareign
Service in 1968. His last post was as British Ambassador to
the Federal Republic of Germany from 1993 to 1997. '

04 David Challen, CBE Non-executive director*t

Aged 63, British. David Challen was appointed to the Board on
21 Septernber 2004. He is Vice-Chairman of Citigroup European
Investment Bank and former Chairman of J Henry Schroder &
Co Ltd. He is a non-executive director of Anglo American plc.
He 15 also a Deputy Chairman of the Takeover Panel.

Chalrman of the Audit Committee.

05 John Ferrie, CBE Group Managing Director, Aerospace
Aged 59, British. John Ferrie was appointed to the Board in
April 2000 and became Group Managing Director, Aerospace,
in August 2000. He previously worked at Rolls-Royce ple for 35
years He completed an Engineering Doctorate in 1998 and is
a Fellow of the Royal Academy of Engineering.

Committees

* Audit Committee

t Remuneration Cemmittee
+ Nomination Committee
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06 Sir Julian Horn-Smith Non-executive director*t
Aged 57, British. Sir Julian Horn-Smith was appointed to th '
Board as a non-executive director in February 2000. He was
previously Deputy Chief Executive Officer of Vodafone Group)|
Ple, Chairman of the Supervisory Board of Mannesmann AG
and director of Verizon Wireless in the United States. He |s||
Chairman of The Sage Group plc and a non-executive director
of Lloyds TSE Group plc.

Chairman of the Remuneration Committee.

07 Peter Jackson Non-executive director**
Aged 59, British. Peter Jackson was appointed to the Board,
as a non-executive director in December 2003 and as senior
independent director in September 2004. He was formerly!
Chief Executive of Assaciated British Foods plc. He is
Chairman of Kingfisher plc.

Senior independent director,

08 John Langston Finance Director from é September 2006
Aged 56, British. John Langston was appointed to the

Board, as head of Seating Solutions, in December 2000, was
subsequently Group Managing Director, Detection and became
Group Managing Directar, Specialty Engineering on August
2004. He was appointed Finance Director in September 2006.
He had been a director of Tl Group plc since October 1998! He
joined Tl Group in 1993, becoming Chief Executive of Bundyl
Automotive in 1996 and Chief Executive of Tl Specialty Polyrner
Products in 1998. He formerly worked for Lucas Industries!

09 David Lillycrop General Counsel

Aged 50, British. David Lillycrop was appointed to the Board in
December 2000, having been an executive director of T Group
plc since June 1998. He joined Tl Group in 1989, becomlng(
Group Company Secretary in 1991 and, additionally, General
Counselin 1997. A barrister, he was previously Director of
Legal Affairs at Quaker Oats Ltd. Chairman of Tl Pension
Trustee Ltd., 1997 tc 2005.

10 Sir Kevin Tebbit, KCB, CMG Non-executive director** ||
Aged 39, British. Sir Kevin Tebbit was appointed to the Board
in June 2006, He served widely in policy, management and |
finance posts in the Foreign & Commonwealth Oifice, NATO
and finally the Ministry of Defence, where he was Permanent
Under-Secretary of State from July 1998 to his retirement:in

November 2005.
|
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Principal activities
The principal activities of the Company and its subsidiaries [the
Groupl are the development, manufacture, sale and support of:

» aerospace systems, including integrated electronic and
mechanical systems and precision components, for
comrmercial and military aircraft;

» advanced security equipment, using trace detection and
x-ray imaging to detect and identify explosives, chemical
and biological agents, weapons and contraband;

» medical devices aligned to specific therapies, principally
airway, pain and temperature management, infusion, needle
protection, critical care monitoring and vascular access; and

* mechanical seals used in industries ranging from
petrochemical processing to aerospace; interconnect products
to connect and protect safety-critical electrical and electronic
equipment; marine navigation; ducting and hose assemblies.

The main manufacturing operations are in the UK, the
Americas and Continental Europe.

Business review

Our business review can be found, titled Operating and financial
. review on pages 12 ta 29 of this Annual report. This is a review of

the development and performance of the business of the Group,

including the financial performance during the period ended

5 August 2006, key performance indicators and a description

of the principal risks and uncertainties facing the Group.

Results and dividends

The results for the period to 5 August 2006 are set out I

the Consolidated income statement on page 50. Sales for
the period amounted to £3,523m, against £3.005m in 2005.
The profit for the period after taxation amounted to £24m
(2005: £272m). Note: The 2005 financial statements comply
with International Financial Reporting Standards, as adopted
by the EU {IFRS): the comparisons with the 2005 financial
statements have been restated under IFRS.

An interim dividend of 9.85p per ordinary share of 25p was
paid on 21 April 2006. The directors recornmend for payment
on 24 Novermber 2006 a final cash dividend on each ordinary
share of 21.5p, making a total dwvidend of 31.35p for the period.

The retained profit of £24m was transferred to Reserves.

Research and development

£352m was spent on research and development during the
period, of which £193m was funded by the Company and the
balance by customers. Each business carries out research and
development programmes to suit its own particular market
and product needs. interchange of technology and technical
information between Smiths manufacturing businesses is
centrally co-ordinated.

Changes in the Company and its interests during the period
On 1 August 2005 the Company transferred the issued share
capttal of Smiths Heimann Biometrics GmbH to Cross Match
Technologies, Inc. in exchange for 43% of the issued share
capital of Cross Match Technologies, Inc.

Also on 1 August 2005 the Company acquired the business
and assets of Farnam Custom Products, Inc. for £4m.

On 8 August 2005 the Company sold the issued share capital
of EBTEC Corporation for a cash consideration of £2m.

On 22 September 2005 the Company sold the issued share
capital of pvb Critical Care GmbH for £6m.

On 22 September 2005 the Company.also acquired the issued

share capital of Millitech, Inc. for a cash consideration of £19m.

On 28 October 2005 the Company acquired the issued share
capital of Livewave, Inc. for a cash consideration of £10m.

On 30 Decernber 2005 the Company acquired the minority
sharehelding in John Crane Tianjin Limited for £1.5m in cash.

On 4 January 2006 the Company acquired the issued share
capital of Lorch Microwave LLC for a cash consideration of £15m.

On 23 February 2006 the Company acquired the minority
shareholding in Smiths Detection Montreal Inc. for £2m in cash.

On 5 May 2006 the Company sold the issued share capital of
Beagle Aircraft Limited for £3m.

Post balance sheet events
On 8 August 2006 the Company acquired all the issued share
capital of Comet Costruzioni Metalliche S.rl. for £4m in cash.

On 15 August 2006 the Company completed the sale of the
bearing lubrication business of John Crane Safematic Oy
for £16m. :

On 15 September 2006 the Company secured the commutation
of certain insurance policies that relate to the John Crane, Inc.
litigation, as described on page 24 of the Operating and
financial review.

Future developments

The Company will pursue its existing international activities
and continue to seek business cpportunities in both the UK
and overseas.

Charitable and political donations

During the period the Company made donations of £754,000
for charitable purposes including payments totalling £300,000
for the Smiths Medical Chair of Anaesthesia and Critical Care
and £11,000 to charities with selected medical objectives, Other
donations were made by the Company’s businesses worldwide
to miscellaneous charities. No political donations were madé.




Directors

Lord Robertson of Port Ellen resigned from the Board on
27 February 2006. The directors at the end of the financial
year, with the exception of Mr R W O'Leary , who sadly died
on 14 August 2006, and Mr A M Thomson, who retired on

6 September 2004, are shown on page 30. Apart from Sir
Kevin Tebbit, who was appointed as a non-executive director
on 14 June 2006, all these directors served throughout the
financial year. Mr J Langston assumed the role of Finance
D|rector on 4 September 2006. Sir Julian Horn-Smith, who
has been a non-executive director since February 2000, will
retire at the conclusion of the Annual General Meeting on
21 Novernber 2006.

Reappointment of directors

Mr K 0 Butler-Wheelhouse and Dr J Ferrie have served more
than 30 months since they were last reappointed as directors.
In accordance with Article 57 of the Company’s Articles of
Association, they witl retire from office at the Annual General
Meeting on 21 Novermnber 2006. Sir Kevin Tebbit will also retire
from office at the Annual General Meeting, having been appointed
by the Board since the Annual General Meeting in 2005.

The Board has reviewed the effectiveness of Sir Kevin as a
non-executive director and has concluded that his wide ranging
experlence is of great benefit to the Company. Sir Kevin is a
member of the Audit Committee and the Nomination Committee.

All three directors are willing and eligible to stand for
reappointment and resolutions will be proposed at the Annual
General Meeting to reappoint them.

Directors’ remuneration report

The Directors remuneration report is on pages 40 to 47.
An ordinary resolution to approve the report will be put to
shareholders at the Annual General Meeting.

Dlrectors interests in contracts

Details of the executive directors’ service contracts are as disclosed
in the service contracts section of the Directors’ remuneration
report on page 44, Details of the interests of the executive
directors in the Company’s share option schemes and plans are
shown in the Directors’ remuneration report on pages 45 to 47.

Qualifying third party indemnity provisions (as defined by section
309B of the Companies Act 1985) have remained in force for
the directors during the financial period ended 5 August 2006
and. at the date of this report, are in force for the benefit of
the current directors in relation to certain losses and liabilities
which they may incur [or have incurred] to third parties in the
.course of their professional duties.

'Apart from the exceptions referred to above, no director had an
interest in any contract to which the Company or its su bsudlar:es
‘was a party during the period.

" and cash-flow risk are outlined in note 20 of the Group
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Interests in shares
As at 26 September 20046 the Company had been notified, ‘
pursuant to the Companies Act 1985, of the following matenal
or notifiable interests in its issued share capital:

Percentage
of issued

No. of shares shane capnalf
FMR Corp/Fidelity International Limited 62.8m lll A%
Franklin Resources, Inc. 3%9.4m 6.9%
Legal & General Group plc 20.7m 3 6%
Barclays PLC 17.0m 3 0%

tPertentage of share capital in issue on 26 September 2005. !

The Company has nat acquired or disposed of any interests: in
its own shares.

The interests of the directors, their families and any connected
persons in the issued share capital of the Company are shown
on page 43. ‘ l

Corporate governance |
The report on corporate governance is on pages 36 to 39./|:
PricewaterhouseCoopers LLP has reviewed the Companys
statements as to compliance with the July 2003 issue of the
Combined Code, to the extent required by the UK Listing ||

Authority Listing Rules. The results of its review are set out
on page 49. '

Financial instruments ;]
The financial risk management objectives and policies of the .
Group: the policy for hedging each major type of forecasted
transaction for which hedge accounting is used:; and the |
expasure of the Group to price risk, credit risk, liquidity risk

.

financial statements.

4l

Going concern : :
The Board's review of the accounts, budgets and forward||-

plans, together with the internal control system, lead the!|;
directors to believe that the Company has ample resources to
continue in operation ior the foreseeable future. The accdunts
are therefore prepared on a going concern basis.

Poticy on payment of creditars |
The Campany's policy and practice is to pay creditors
promptly in accordance with agreed terms of business. The
average time taken to pay an invoice was 35 days (2005: 35]
for the parent Company and 48 days [2005: 48] for the Group
as a whole [calculated in compliance with the Companies
Act 1985 [Directors’ Report{Statement of Payment Practlce]
Regulations 1997).

Corporate responsibility ' |
The Company has implemented across the Group polluels on
environmental, health and safety matters and operates a Code
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of Corporate Responsibility and Business Ethics. The Company
seeks to minimise, as far as is reasonably practicable, any
detrimental effects to the environment of its cperations and
products. A senior corporate staff director has responsibility
for environmental, health and safety matters.

.All matters concerning the environment, health and safety
continue to be requlated by preventative, investigatory and
consuttative systems, overseen by the Group Environment,
Health and Safety Committee; issues relevant to the Company
pension schemes are likewise covered by means of structured
committees, including representation from recognised trade
unions.

Further information on environmental and employee health
and safety matters, including key perfarmance indicators,
is contained in the Corparate responsibility summary in

the Operating and financial review, or the full Corporate
responsibility report, available online at www.smiths.com.

Authority to issue shares

At the Annual General Meeting shareholders will be asked to
renew the authority, given to the directors at the last Annual
General Meeting, to allot relevant securities for the purposes
of Section 80 of the Companies Act 1985, so as to reflect the
increase in the Company’s issued share capital since the last
Annual General Meeting. In compliance with recently pubtished
guidelines and market practice, the authority propesed will
expire at the conclusion of the next Annual General Meeting of
the Company or, if earlier, on 20 February 2008. The armount of
relevant securities to which this authority relates (£47,297,545
nominal of share capitall represents ane third of the share
capital in issue on 26 Septermber 2006. The ordinary resolution
is set out in the Notice of Annual General Meeting.

Also in the Notice is the special resolution to renew the power
granted to directors under Section 95 of the Companies Act
1985. The new authority sought will be on substantially similar
terms to those attaching to the existing authority and, in
campliance with current practice, will expire at the conclusion
of the next Annual General Meeting of the Company or, if
earlier, on 20 Fehruary 2008. It will permit the directors to
allot equity securities for cash:

* in connection with a rights issue pro rata to the rights of
the existing shareholders;

= pursuant to the terms of any share scheme or plan approved
by the shareholders in General Meeting; and

« for any other purpose (including the sate on a non pre-
emptive basis of any shares the Company may hold in
treasury for cash) provided that the aggregate nominal value
of such allotments does not exceed £7,094,632 (approximately
5% of the issued share capital on 26 September 2004).

The directors intend seeking renewal of these authorities
annually.

The directors have no present intention of exercising these
authorities, except for allotments of shares pursuant to the
Company’s share option schemes, and would not seek to issue
more than 7.5% of the issued share capital in the Company in
any rolling three-year period without prior consultation with

the Investment Committees of the Association of British
Insurers and National Association of Pension Funds.

Ouring the 53 week period ended 5 August 2006, the
following ordinary shares in Smiths Group plc were issued:

* 3,173,737 shares pursuant to the terms of the Company's
sharehaolder-approved share option schemes; and

* 593,041 shares pursuant to the terms of Tl Group share
option schermes.

Authority to purchase shares

At the Annual General Meeting the Company will seek to renew
the authority, granted at the last Annual General Meeting to the
directors, to purchase the Company's shares in the market. The
authority will be limited to 10% of the share capital in issue on
26 Septemnber 2006 and will be renewed annually. The price that
may be paid for the shares will be not less than the nominal
amount of 25p per share and not more than the higher of 5%
above the average of the middle market quotations of the
Company's shares, as derived from the London Stock Exchange
Daily Official List, for the five business days prior to any purchase
and the amount stipulated by Article 5(1] of the Buy-back and
Stabilisation Regulation 2003. On 29 September 2006 options
over approximately 20.2m shares were outstanding under the
Company's share option schemes, representing approximately
3.6% of the then tssued share capital. If the existing authority
to purchase shares and the new autharity being sought at

the Annual General Meeting were to be used in full, then the
outstanding options would represent approximately 4.5% of
the reduced issued share capital.

Under the Companies Act 1985, any shares purchased under
this authority may be cancelled or held as treasury shares.
Treasury shares may be subsequently sold or used to satisfy
applications under share schemes.

No shares have ever been purchased or contracted for or are
the subject of any opticn under the expiring or any prior authority.

The directors will exercise the authority only if they are satisfied
that any purchase will increase the earnings per share of the
ordinary share capital in issue and will be in the interests of
the shareholders. The directors will also give careful
consideration to the gearing levels of the Company and its
general financial position. It is the Company's present intention
that, in the event that any shares were to be purchased under
this authority, such shares would be cancelled. The directors
will, however, have regard to any guidelines issued by investor
groups which may be published at the time of any such
purchase regarding the merits of the cancellation of such
shares as against holding them as treasury shares.

Annual General Meeting

The 2006 Annual General Meeting will be held at The Banqueting
Suite, Lord’s Cricket Ground, Grace Gate, St John's Wood
Road, London NW8 8QN on Tuesday 21 Novernber 2006

at 12.00 noon. In addition ta the items of business which
shareholders are usually asked to approve at the Annual
General Meeting, there is a further proposal which requires
sorne explanation, as set out below.




L

Articles of Association

A special resolution will be proposed at the Annual General
Meeting to replace the Company’s Articles of Associaticn. The
current Articles were adopted in 2002, before the implementation
of IFRS accounting: the directors propose that new Articles be
adopted to reflect the new reporting standards and to comply
with current best practice. The principal change involves the
restaternent of the Company’s borrowing powers in a format
that is consistent with IFRS. The proposed new borrowing
power will increase thie borrowing limit from £3.6 billion,
based on the balance sheet at 31 July 2005 under UK GAAP, to
£4.0 billion, based on the same balance sheet re-stated under
IFRS. There is also a change to increase the aggregate Limit .
on fees payable to non-executive directors from the current
maximum of £500,000 per annum, which was established in
2002, to £750,000 per annum, which is comparable with the
limits of other major listed companies. In addition, the definition
of treasury shares will be changed so as to suspend all rights
attached thereto; an express provision for the appointrment of
promes by electronic means will be included; and, following
changes in legislation, the power to lend to directors the cost
of defending claims against them will be incorporated.

A summary of the principal differences between the existing
Articles and the propdsed new Articles is appended to the
Notice of Annual General Meeting.

Copies of the current Articles of Association and the proposed
new Articles of Association are available for inspection at the
registered office of the Company and at the offices of Allen

& Overy LLP, One Bishops Square, London E1 6A0 during
normal business hours until the conclusion of the Annual
General Meeting an 21 Novernber 2006 and, on the day of the
meeting, from 11.45 a.m. at the place of the Meeting until the
¢lose of the Meeting.

Auditor

Resolutions will be proposed at the Annual General Meeting
to reappoint PricewaterhouseCoopers LLP as auditor and
to authorise the directors to deterrnine the auditor’s
remuneration.

Disclosure of information to the auditor

As at the date of this report, as far as each director is aware,
there is no relevant audit information of which the Company's
auditor is unaware. Each director has taken such steps as

he should have taken as a director in order to make himself
aware of any relevant audit information and to establish that
the Company's auditor is aware of that information.

Summary Financial Statement

The Company has produced the Summary Financial
Statement 2006. Shareholders will be automatically sent
Summary Financial Statements alone each year unless they

;elect in writing to receive the Statutory Reports and Accounts.
‘Shareholders who wish to receive the Statutory Reports and

Accounts [free of charge] in future years should write to
Lloyds TSB Registrars, The Causeway, Worthing, West Sussex
'BN99 6DA, quoting Reference 0282. The pubtication of
Summan/ Financial Statements results in significant savings
in the cost of producing the accounts each year.
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Electronic proxy voting

The Company continues to provide electronic proxy voting
for this year's Annual General Meeting. Shareholders who
are not Crest members can appoint a proxy and vote online
for or against (or consciously not vote for) the resolutions tb: be
proposed at the Annual General Meeting by visiting the website
www.sharevote.co.uk. The onscreen instructions will give
details on how to complete the appointrment and voting
process. Crest members, Crest personal members and other
Crest sponsored members should consult the Crest Manual
or their spansor or veting service provider for instructions on
electronic proxy appointment and voting. The Cornpany may
treat as invalid a Crest proxy voting instruction in the
circumstances set out in Regulation 35(3)[a) of the
Uncertificated Securities Regulations 2001. |

Paper proxy cards have been distributed to all shareholders
with the Notice of Annual General Meeting, as usual. ‘

Shareholders who will not be able to attend the Annual . ||’
General Meeting on 21 November 2006 in person are ‘
encouraged to vote their shares by appointing a proxy

and issuing voting instructions [either electronically or by
completing and returning their proxy cards). Etectronic and
paper proxy appointrents and voting instructions must be!
received by Lloyds TSB Registrars not later than 48 hours!
before the Annual General Meeting in order to be valid.

www.smiths.com
Electronic copies of the Annual Report and Accounts 2006,
the Summary Financial Statement 2006 and the Notice of
Annual General Meeting will be posted on the Ccampanys| }
website, www.smiths com. The Company's announcements
to the Stock Exchange and press releases are available onlme
through the website. Shareholding details and practical help
on share transfers and changes of address can be found at

www.shareview.co.uk, i

Important information
If you are in any doubt as to what action you should take, you
are recommended to consult your stockbroker, bank manager,
solicitar, accountant or other independent professional ad{nser
authorised under the Financial Services and Markets Act 2000
If you have recently sold or transferred all your shares in Smiths
Group plc please pass this document and the accompany‘rmg
proxy form to the purchaser or transferee or to the agent![i
through whom the sale or transfer was effected for I
transmission to the purchaser or transferee. |

I

Recommendation

Your directors believe that all the proposats to be con5|dered
at the Annual General Meeting are in the best interests of; the
Company and its shareholders and recommend shareholders
to vote in favour of the resolutions. The directors intend to vote
in favour of the resolutions in respect of their own sharehold;ngs

By Order of the Board !

David P Lillycrop
Director and Secretary

765 Finchley Road
London NW11 805

29 September 2006
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Compliance with the Combined Code

Throughout the accounting period covered by this report [1 August
2005 to 5 August 2006}, the Company has been in full compliance
with the Combined Code on Corporate Governance [July 2003 issue)
{the Code) applicable under the Listing Rules of the UK Listing
Authority, with one exception - the Chairman is a member of the
Remuneration Committee (which is now permitted by the June 2006
version of the Code). The Boand continues to consider that the
Chairman should participate in decisions concerning remuneration
of the executive directors and that his membership of the Committee

‘helps to ensure that the Company’s remuneration policy is aligned

with i{s strategic objectives.

The Code requires listed companies to report how the main and
supporting principles of the Code have been applied, giving encugh
detail to enable shareholders to evaluate the report, and to state
whether there has been compliance with the provisions of the Code,
giving an explanation for any points of non-compliance. Reference in
this report to principles and provisions are to those of the Code from
which the following headings are taken.

Directors

The Board

The first main principle requires the Company to have an effective
Board which is collectively responsible for its success. Supporting
principles describe the Board's role to provide entrepreneurial
leadership within a framework of controls that allow risk to be
assessed and managed. The Board should set strategic aims and
the Company’s values, ensuring that obligations to sharehotders are
met. Non-executive directors have a particular role in overseeing the
development of strategy, scrutinising management performance and
ensuring the integrity of financial information and systems of risk

management. The Board is satisfied that it has met these requirements.

During the last year the membership of the Board has changed.
Lond Rabertson of Pert Ellen, a non-executive director, resigned from
the Board on 27 February 2006 and Sir Kevin Tebbit was appointed
as a non-executive director on 14 June 2006. Sadly Mr O'Leary died
on 14 August 2006. Mr Thomson retired as Finance Director

on é September 2006 and he was succeeded on that date by

Mr Langston, who had been appointed Finance Director designate
with effect from 1 August 2006. Sir Julian Horn-Smith, who has

been a non-executive director since February 2000, will retire at the
conclusion of the Annual General Meeting on 21 November 200

As at 27 September 2006, the Board comprises Mr Brydon,
Chairman, Mr Butler-Wheelhouse, Chief Executive, three ather
executive directors and five independent non-executive directors.

Mr Jackson is the senior independent director. Biographies of

these directors, giving details of their experience and other main
commitments, are set out on page 31. The wide ranging experience
and backgrounds of the non-executive directors ensure that they can
debate and constructively challenge management in relation to both
the development of strategy and performance against the goals set
by the Board.

The Board normally holds formal meetings at least eight times

a year to make and review major business decisions and monitor
current trading against plans which it has approved. It additionally
exercises control by determining matters specifically reserved to it in
a formal schedule which only the Board may change: these matters
include the acquisition of companies, the issue of shares, significant
contractual commitments, the review of the effectiveness of risk
management processes and major capital expenditure. Once a year
the Board meets in conference with a particular focus on long-term

strategy and developments affecting the Company. Additional
meetings are arranged as necessary to deal with urgent items.

The Board sets the Company’s values and standards and has
adopted a Code of Corporate Responsibility and Business Ethics
which is referred to on page 26.

The Chairman meets the non-executive directors without the
executive directors present at least three times per annum. The
senior independent director meets the other non-executive directors
without the Chairman present at least annually.

Directors and officers of the Cornpany and its subsidiaries have the
benefit of 2 directors’ and officers’ liability insurance policy.

The following table shows the number of scheduled Board and Board
Committee meetings held during the period ended 5 August 2006
and opposite each director's name the number of meetings attended.
However, direciors attend many other meetings and visits during the
year. The Board views directors’ contributions as measured beyond
simplistic meeting attendance records.

Board Audit Remuneration Nomination
Number held 8 4 s
D H Brydon 8 - b 3
K O Butter-Wheelhouse 8 - - -
Sir Nigel Broomfield 7 4 ] -
D J Challen 8 4 6 -
J Ferrie 8 - - -
Sir Julian Horn-Smith 7 i) 6 -
P J Jackson 8 4 -
J Langston 8 - -
D P Lillycrop 8 - - -
RW O'Leary 8 303 4 22*
Lord Robertson of Port Ellen  4[4)* 20r - i)
Sir Kevin Tebhit one 0]{0]h - oo+
AM Thomson 8 - - -

*The figure in brackets indicates the maximum number of meetings the director could
have attended in view of the period during which he was a Board or Committee member;

- indicates not a member of that Committee in 2005/06

Chairman and Chief Executive

Another main principle requires a clear division of responsibilities
between the running of the Board and executive responsibility for
running the business, so that no one person has unfettered powers
of decision.

The Board has met this requirement by establishing clearly defined
roles for the Chairman and the Chief Executive. The Chairman is
responsible for leadership of the Beoard, ensuring its effectiveness
and setting its agenda. Once agreed by the Board as a whole, it is the
Chief Executive’s responsibility to ensure delivery of the strategic and
financial objectives.

Board balance and independence

The Company complies with the requirement of the Code that
there should be a balance of executive and non-executive directors
such that no individual or small group can dominate the Board's
decision taking. Throughout the period the Company complied
with the requirements that at least half the Board, excluding the
Chairman, should be independent non-executive directars.

In deciding the chairmanship and membership of the Board
Committees, the need to refresh membership of the Committees
is taken into account,



All the non-executive directors are considered to be independent and
Mr Brydon was, in compliance with the Code, considered independent
at the time of his appointment as Chairman.

Appointments to the Board

The Code reguires there to be a formal, rigorous and transparent
procedure for the appointment of new directors, which should be
made on merit and against objective criteria. The Nomination
Committee fulfils these requirements and its report is set out on
page 39.

Information and professional development

Another main principle requires that information of appropriate
quality is supplied to the Boand in a timely manner and that, in
addition to induction programmes on joining the Company, directors
should regularly update their skills and knowledge.

The Beard is provided with detailed information several days in
advance on matters to be considered at its meetings and non-
executive directors have ready access to the executive directors.
Regular site visits are arranged and non-executive directors are
encouraged to visit sites independently. During site visits, briefings
are arranged and the Board is free to discuss aspects of the business
with employees at all levels.

Newly-appointed directars undergo a structured induction
programme to ensure that they have the necessary knowledge

and understanding of the Company and its activities. Starting at

the time of their appointrment, and continuing on an incremental
basis over the first six months, they undertake briefing sessions on
carporate governance, strategy, stakeholder issues, finance and risk
managerment and HR strategy, as well as meetings and site visits to
business locations in the UK and overseas. Each director’s individual
experience and background is taken into account in developing a
programme tailored to his own requirements.

Ongaing training is provided as and when necessary. The suitability
of external courses is kept under review by the Company Secretary
who is charged with facilitating the induction of new directors and

with assisting in the ongoing training and development of directors.

All directors have access to the advice and services of the Company
Secretary and a procedure is in ptace for them to take independent
professional advice at the Company’s expense should this be required.

Performance evaluation

The Code requires the Board to undertake a formal and rigorous
annual evaluation of its own performance and that of its Cormmittees
and the directors. The Board is satisfied that it continues to meet
these requirements. [t is confirmed that all the non-executive
directors have sufficient time to fulfil their commitments to the
Company, that the Chairman does not hold the office of chairman of
another FTSE100 company and that no executive director holds more
than one non-executive directorship of ancther FTSE100 company.

A formal evaluation of the performance of the Board, its Committees
and the directors was conducted by means of detailed questionnaires
that were designed by an independent senior academic and were
completed by each director. The answers to the questionnaires
formed the basis of a review by the whole Board, led by the Chairman
and the senior academic. Regarding the Board, comments were
invited on a wide range of issues including the appropriateness of
matters specifically reserved for the Board, its contribution to the
development and review of strategy, the terms of reference of its
Committees, the effectiveness of the process for identifying and
managing risks, logistics of Board Meetings and the composition

L
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and operation of the Board. For the Board Committees, the matters
addressed included the appropriateness of their responsibitities, the
logistics of their meetings, the availability of internal and external '
support and the composition and operation of the Committees. The
guestionnaire relating to each director’s performance addressed, |
several issues including the director’s contribution at Board Meetings,
with particular reference to the development of strategy and risk
managernent, how effectively the director refreshes his knowledge

and skills and, specifically for each non-executive director, his |/
willingness to devote time and effort for the benefit of the Company

The performance evaluation of the Chairman was led by the semor
independent director who obtained the views of both the executnve
and non-executive directors. ‘

Re-election

Under the Code directors should offer themselves for re- electwn,
at regular intervals and there should be a planned and progressive
refreshing of the Beard. i

Nen-executive directors are appointed for a specified term of thr:e'e
years and reappointment for a second term is not automatic. in | f
exceptional circumstances and only after rigorous review, a non- .
executive director may serve for a third term. Any non-executive’
director who has served for more than nine years is subject to annual
re-election. Directors stand for reappointment by the shareholders

at the first Annual General Meeting following their appointment !
and subsequently at least every three years, The report from the
Nomination Committee set out on page 39 explains the process for
selection of directors and succession planning.

Remuneration v
Information regarding the Remuneration Commitiee is set out on
page 39 and the Directors’ remuneration report is en pages 40 to 47.

Accountability and audit -
Financial reporting i ;
The Board is required to present a balanced and understandable
assessment of the Company’s position and prospects, not only in
the Annual Report and Accounts but also in the Summary FlnanC|al
Statement, and in interim and other public reports. The Board i |s
satisfied that it has met this obligation. A summary of the directors’
responsibilities for the financial statements is set out on page 48

The 'going concern’ statement required by the Code is set out in the
Group directors’ report on page 33. I
Internal control I
The Code requires the Company to maintain a sound system of
internal control to safeguard shareholders’ investment and the '
Company's assets. The Board must review the effectiveness of

the internal control system at least annually, covering all matenal
controls, including financial, operational and compliance controls
and risk management systerns, and report to shareholders that they
have done so. The 1999 Turnbull Report, adopted by the UK Listing
Authority, provides guidance for compliance with that part of the Code.

The Company’s internal control is based on assessment of risk and
a framework of control procedures to manage risks and to monitor
compliance with procedures. The procedures for accountability and
control, which accord with the guidance on internal control |ssued
by the Turnbull Carnmittee, are outlined below. ,f

The Board accepts its responsibility for maintaining and rewewmg
the effectiveness of the Company's internal control systems. These
are designed to meet the Company’s particular needs and the rlsks

i
1
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to which it is exposed and, by their nature, can provide only
reasonable, not absclute, assurance against material loss to the
Company or material misstatement in the financial accounts.

The Group has an embedded process for the identification,
evaluation and management of significant business risks. The
process is reviewed through the Audit Committee and monttored by
the Group Internal Audit Department. The Company has during the
vear identified and evaluated the key risks under three categories -
strategic; operational; and information - and has ensured that
effective controls and procedures are in place to manage these risks.

In the highly regulated environment of the industries in which the
Company operates, procedures are codified in detailed operating
procedures manuals and are reinforced by regular educational
programmes. These are designed to ensure compliance not only
with the regulatery requirements but also with general principles
of business integrity.

A key element in any system is communication and a number of
committees enable the executive directors and senior corporate
staff to address financial, human resource, risk management and
other control issues. Experience is shared by subsidiaries through
company-wide seminars.

Throughout the pericd the Board, through the Audit Committee, has
reviewed the effectiveness of internal control and the management
of risks at its regular Board meetings. In addition to financial and
business reports, the Board has reviewed medium and longer-term
strategic plans; capital expendiiure and development programmes;
management and product development programmes; reports on key
operational issues; 1ax; treasury; risk management; insurance; legal
matters; and Audit Committee reports, including internal and
external auditor reports.

Audit Committee and Auditor

A principle of the Code is that the Board should establish formal
and transparent arrangements for considering how it should
apply the financial reporting and internal control principles and for
maintaining an appropriate relationship with the external auditer,
PricewaterhouseCoopers LLP. This obligation is satisfied through

. the work of the Audit Committee which is described en this page.

Relations with shareholders

Dialogue with shareholders

The Company is required to have a dialogue with shareholders, based
on the mutual undersianding of objectives, and it is the responsibility
of the Board as a whole to ensure that a satisfactory dialogue does
take place.

The Code recognises that primary contacts are likely to be by the
Chief Executive and the Finance Director but requires the Chairman
and senior independent director, and other directors as appropriate,
to maintain contact with major shareholders in order te understand
their concerns.

The Finance Director and the Director, Investor Relations,
cormnmunicate with institutional investors through analysts’ briefings
and extensive investor roadshows in the UK, US and continental
Europe, as well as timely Stock Exchange anncuncements, meetings
with managerment and site visits. Members of the Board, and in
particular non-executive directors, are kept informed of investors’
views in the main through distribution of analysts” and brokers’
briefings. At least twice a year a report is made to the Board on

the number and types of meetings between the Company and
institutional shareholders. The Chairinan is available in the event

of sharehotder concerns which cannot be addressed through

management. At the time of appointment of new non-executive
directors they are available to meet shareholders on request.

Constructive use of the Annual General Meeting

Alt directors normally attend the Company’s Annual General Meeting
and shareholders are invited to ask questions during the meeting
and to meet directors after the formal proceedings have ended.
Shareholders have, at previous meetings, been advised as to the level
of proxy votes received including the percentages for and against and
the abstentions in respect of each reselution following each vote on a
show of hands. It is intended that there shall be a poll vote on each
resolution at the 2006 AGM.

[t is confirmed that the Chairmen of the Audit, Rermuneration and
Nomination Committees were available at the 2005 AGM to answer
shareholders’ questions, that all directors were in attendance and
that notice of the AGM and related papers were sent to shareholders
twenty working days before the meeting.

Board Committees
The full terms of reference of the following Board Committees are
available upon request and on the Company’s website.

Audit Committee

From 1 August 2005 to 27 February 2004 the Audit Committee
comprised Mr Challen, as Chairman of the Committee, Sir Nigel
Broomfield, Mr Jacksen, Mr O'Leary and Lord Robertson of Port
Ellen. On 27 February 2006 Lord Robertson resigned from the

Board, on 14 March 2006 Sir Julian Horn-Smith replaced Mr O'Leary
as a member of the Committee and Sir Kevin Tebbit joined the
Committee on 12 July 2008. From that date the Committee
comprised Mr Challen, as Chairman of the Committee, Sir Nigel
Broomfield, Mr Jacksan, Sir Julian Horn-Smith and Sir evin Tebbit.

The Board has determined that the Committee members have the
skills and experience necessary to contribute meaningfully to the
Committee’s deliberations. In addition, the Chairman of the Committee
has requisite experience in accounrting and financial management.

The Committee meets at least three times per year. Under its terms
of reference, the Committee monitors the integnty of the Company’s
financial statements and the effectiveness of the external audit
process. The Committee alse monitors Corporate Governance

issues and, in particular, the implementation of the Company’s

Code of Corporate Respansibility and Business Ethics and the '
arrangements for employees to raise ananymously concerns about
possible wrongdoing in financial reporting and other matters. It is
responsible for ensuring that an appropriate relationship between the
Company and the external auditor is maintained, including reviewing
non-audit services and fees and implementing the Company’s audit
partner rotation policy. The Committee has prirnary responsibility

for making recommendations to the Board on the appointment,
reappointment and removal of the external auditor:

The Committee also reviews annually the Group's systems of

internal control and the processes for monitoring and evaluating

the risks facing the Group. It reviews the effectiveness of the internal

audit function and is responsible for approving the appointment .
and removal of the Director, Internat Audit. The Commitiee reviews
annually its terms of reference and its effectiveness and recommends
to the Board any changes required as a result of such review.

In July 2006 the Board amended the Committee’s terms of reference
to reflect the Committee’s increased emphasis upon Risk Assessment/
Management and to formalise the process by which the Committee, in
reviewing the effectiveness of the audit, obtains assurance that there
is no relevant audit information of which the auditors are not awara.



In the year to 5 August 2006, the Audit Commiitee discharged its
responsibilities by reviewing:

» the Group’s 2005 financial statements and 2006 interim results
statement prior to Board approval and the external auditor’s
detailed reports thereon;

« the Company’s 2005 full year results restated under the
International Financial Reporting Standards and a draft of the
IFRS announcement released in Novernber 2005;

» the audit fee and non-audit fees payable to the Group's external
auditar;

= the external auditor’s effectiveness and plan for the audit of the
Group's 2005/06 accounts, which included confirmations of auditor
independence and the propased audit fee, and approving the terms
of engagement for the audit;

= an annual report on the Group's systems of internal control
and their effectiveness, reporting to the Board on the results
of the review and receiving regular updates on key risk areas
of financial control;

» the risks associated with major business programmes; and

» the internal audit function's terms of reference, its 2005/06 work
programme and regular reports on its work during the year.

The Committee has authority to investigate any maiters within its
terms of reference, to access resources, to call for information and
to obtain external professional advice at the cost of the Cormpany.

No one other than the members of the Cormmittee is entitled to be
present at meetings. However, the Chairman and the non-executive
directors who are not members of the Commiitee, the Chief Executive,
Finance Director, Generat Counsel, Group Financial Controller,
Director, Internal Audit and external auditor are normally invited

to attend. Others may be invited to attend by the Committee. The
papers for and Minutes of each Committee Meeting are sent to all
directors. At least once a year, there is an opportunity for the external
auditor, the Director, Internal Audit and the Director of Business
Ethics to discuss matters with the Committee without any executive
management being present. The Directer, Internal Audit, the Director
of Business Ethics and the external auditor have direct access to the
Chairman of the Committee outside formal Committee meetings.

The Audit Committee has the specific task of keeping under review
the nature and extent of non-audit services provided by the external
auditor in order to ensure that objectivity and independence are
maintained. Under the audit independence policy, approved by the
Committee, certain non-audit services may not be provided by the
external auditor, certain services require the approval of the Finance
Director and other services require the approval of the Chairman of
the Committee. Where the cost of the services is expected to exceed
£100,000, the engagement will normally be subject to competitive
tender. The external auditor has in place processes to ensure that
its independence is maintained including safeguards to ensure that
where it does provide non-audit services, its independence is not
threatened. The external auditor has written to the Audit Committee
confirming that, in its opinian, it is independent.

Remuneration Committee

During the year the Remuneration Committee comprised Sir Julian
Horn-Smith, as Chairman of the Committee, Mr Brydon, Sir Nigel
Broamfield and Messrs Challen and O'Leary. As previously
mentioned, Mr Q'Leary died on 14 August 2006.

It
,L

39
Sriths Group ple Annual report and accounts 2006
Corporate governance report conunued

i
. i
The Committee’s responsibilities are described in the Dlrectors g
Remuneration Report on page 40. |

The Commiittee meets periodically when required but at least three
times per annum. No one other than the members of the Comrmttee
is entitled to be present at meetings but the non-executive darectors
wha are not members of the Committee and the Chief Executive are
normally invited to attend and external advisers may be invited by the
Committee to attend. No executive is present when the Committee
considers matters relating to himself or acts in matters relating to

1

himsetf. Mr Brydon is absent when his own remuneration as |
Chairman of the Company is under discussion. i

The Committee has access to such infermation and advice both from
within the Group and externally, at the cost of the Company, as it
deems necessary. It is responsible for appointing any consultants in
respect of executive directors remuneration. The Committee rewews
annually its terms of reference and effectiveness and recommends to
the Board any changes required as a result of such review.

Nemination Committee ‘ |
From 1 August 2005 to 27 February 2006 the Nomination Commlttee
comprised Mr Brydon, as Chairman of the Committee, Mr Jackson
and Lord Robertson of Port Ellen. On 27 February 2006 Mr O° Leary
replaced Lord Robertson as a member of the Committee and S|r
Kevin Tebbit joined the Committee on 12 July 2006. As previously
mentioned, Mr O'Leary died on 14 August 2006. From that date the
Committee comprised Mr Brydon, as Chairman of the Commmee
Mr Jackson and Sir Kevin Tebbit.

The Commitiee leads the process for identifying, and makes
recommendations to the Board regarding, candidates for :
appointment as directors of the Company and as Company Secretary.
giving full consideration to succession ptanning and the leadership
needs of the Group. k also makes recommendations to the Board on
the composition of the Nomination Committee and the composition
and chairmanship of the Audit and Remuneration Committees. lt
reviews regularly the structure, size and composition of the Board
including the balance of skills, knowledge and experience and the
independence of the non-executive directors, and makes ;
recommendations to the Board with regard to any changes.

The Committee meets periodicatly when reguired. No one otherihan
members of the Committee is entitled to be present at meetings but
the non-executive directors who are not members of the Commlttee
and the Chief Executive are normally invited to attend and external
advisers may be invited by the Committee to attend. -

The Committee has access to such infarmation and advice both i
from within the Group and externally, at the cost of the Company,

as it deems necessary. This may include the appointment of external
search consultants, where appropriate. The Committee reviews
annually its terms of reference and effectiveness and recommends
to the Board any changes required as a result of such review. 1,

The procedures referred to above were used by the Nomination:’
Committee in the appointment of Sir Kevin Tebbit as a non- -executive
director with effect from 14 June 2004 and Mr Langston as Fmance
Director with effect from & September 2004.
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Introduction

The Directors’ remuneration report is presented to shareholders

by the Board. The report complies with the Directors’ Remuneration
Report Regulations 2002 [the Regulations). A resolution will be put to
shareholders at the Annual General Meeting on 21 November 20046
inviting ther to approve this report.

The Committee

Throughout the period 1 August 2003 to 5 August 2006 the
Remuneration Committee (the Committee] comprised Sir Julian
Horn-Smith, as Chairman of the Committee, Mr Brydon, Sir Nigel
Broomfield and Messrs Chatlen and O’'Leary. Mr Brydon is absent
when his own remuneration as Chairman of the Company is under
consideration. The Chief Executive attends meetings of the Committee
by invitation; he is absent when his own remuneration is under
consideration.

The Committee operates within agreed terms of reference and

has responsibility for making recommendations to the Board on

the Group's general policy relating to executive remuneration. It also
determines, on behalf of the Board, specific remuneration packages
for the executive directors lincluding their annual bonus targets and
grants of share awards| and for the Chairman. The Committee’s
terms of reference are available for inspection on the Company’s
website.

The Company complied with the provisions of the Combined Code
on Corporate Governance [July 2003 issue] relating to directors’
remuneration throughout the period [save that, as explained on
page 34, the Chairman is a member of the Committea).

The Committee meets regularly and takes advice from both inside
and outside the Group on a range of matters, including the scale
and composition of the total remuneration package payable to people
with similar responsibilities, skills and experience in comparable

. industrial companies which are UK-based but which, like Smiths,

have extensive operations outside the UK,

During the year, the Committee received material assistance and
advice from the Chief Executive and from the General Counsel fwho
is also Secretary to the Committee). In addition, the Committee
received material assistance and advice from:

* Towers Perrin, remuneration consultants; and
» Freshfields Bruckhaus Deringer, solicitors.

Towers Perrin, who also provided remuneration and pensions advice
to the Company during the year, was appointed by the Commuttee.

Freshfields Bruckhaus Deringer, who was appointed by the Company,

also advised the Group on various discrete legal matters during
the year,

The remuneration of directors is set out in tables on pages 42 and 43.

Remuneration policy

The Committee believes that the individual contributions made by the
executive directors are fundamental to the successful performance of
the Company.

The Committee has adopted a remuneration policy fwhich will
continue to apply during 2006/07] with the following objectives:

[a] performance-related remuneration should seek to align the
interests of executive directors with those of shareholders;

(bl 2 significant proportion of remuneration should be based on
operational and financial performance both in the short and long
term, as well as the individual contributions made by the executive
directors; and

[c} the remuneration packages for executive directors shoutd be .
competitive in terms of market practice in order 1o attract and
retain executive directors of the highest calibre .’

The following graph shows the Company’s total shareholder return
(TSR} performance over the past five years. As required by the
Regulations, the Company’s TSR is compared with a broad equity
market index. The index chosen here is the FTSE 100 Index which
provides an effective indication of the TSR performance of other
leading UK-listed companies.

Five year historical TSR performance — Smiths
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*Growth in the value of a hypothetical £100 holding over five years. FTSE 100 comparison
based on 30 trading day average values.

Elements of remuneration
Executive directors’ remuneration comprises: basic salary, benefits

_inkind, annual bonus and pension benefits. In addition, executive

directors and senior executives participate in certain share-based
incentive schemes, currently comprising the Smiths Group
Sharesave Scheme, the Smiths Group Performance Share Plan
(the Performance Share Plan] and the Smiths Group Co-Investment
Plan [the Co-Investment Plan]. The Perfermance Share Plan and
the Co-Investment Plan were both approved at the Annual Genegral
Meeting in 2004. Executive directors continue to hold awards under
predecessor schemes, being the Smiths Industries 1995 Executive
Share Option Scheme [the 1995 Scheme) and the Smiths Industries
Senior Executive Deferred Share Scheme (the Deferred Share
Schemel. The annual bonus element and executive share incentives
are linked to performance. The Committee regards participation in
share-based incentive schernes as a key element in the executive
directors’ remuneration packages.

The first grant of awards under the Performance Share Plan

to executive directors and senior executives [who consequently
no longer receive grants under the 1995 Schemel took place in
December 2004, and a further grant was made in 2005. The first
participation by executive directors and senior executives in the
Co-Investment Plan, which replaced the Deferred Share Scheme,
took place in October 2005.

Further information on the share plans is set out below.

Salary and benefits in kind
Salaries are reviewed annually for each executive director; at the
August 2005 review all directors’ salaries increased by 3%. The



Committee takes into account individual perfermance and experience,

the size and nature of the rote, the relative performance of the
Company, pay policy within the Company and the salaries in
comparable industrial companies. Benefits include a fully expensed
company car [or an allowance in lieu), health insurance and, where
appropriate, relocation and education expenses.

Bonuses

Executive directars are eligible to participate in an annual borus plan
based on a combination of corporate financial geals and individual
achievements, The maximum level of bonus that may be awarded

for the financial year 2006/07 is 100% (Chief Executive 120%] of salary.

The Committee intends to review this level annually to ensure that it
remains appropriately competitive.

Executive directors and other senior executives are eligible, if invited,
to participate in the Co-Investment Plan. Under this plan, participants
are able to invest up to the full amount of their annual bonus or, i
greater, 25% of salary lin both cases, on an after-tax basis| in shares
in the Company. If the participant remains in service for three years,
he will, subject to the Company satisfying a performance condition,
be eligible to receive a one-for-one matching share award [based

on the pre-tax amount of salary or deferred bonus in question).

The applicable perforrnance condition is that the Company’s average
return on capital employed over the performance period should
exceed the Company's weighted average cost of capital over the
same period by an average margin of at least 1% per annum. The
Committee regards this condition as appropriate as it is a test of the
operating efficiency of the Company. There will be no retesting of this
performance condition.

Pensions

The Company operates a number of different pensicn arrangements
for executive directors, generally reflecting the individual's pension
arrangements at the time he was appointed to the Board. In some
cases, the Company pays monthly salary supplements, of a percentage
of salary approved by the Committee at the time of appointment,

to enable the director to make his own pension provision. For other
directars, final salary schemes provide a pension of up to two-thirds
of final pensionable salary. The Company continues to apply an
earnings cap. on a basis similar to the pre-2004 Inland Reverue
limit, to determine the proportion of overall pension payable by the
regulated pension scheme, with the batance of pension provided

by the Company; these arrangements substantially represent a
continuation of pre-200é practice and involve no additional cost

for the Company. In appropriate cases, the Company permits the
waiver of salary and pension supplement entitlements where the
arrangerment does not involve additional cost for the Company.
Where such waivers are made, incentives and pension entitlernents
continue to be calculated by reference to salaries prior to these
reductions. Details of the salary supplement payments, waiver and
other pension provisions are set out in the tables on pages 42 and 43.

Directors’ annual banus payments and any gains under share optien
schemes are not pensionable.

Share options and performance shares
The Company operates a number of share tncentive schemes for
executive directors and other employees.

The 1995 Scheme was approved at the Annual General Meeting in
1995 and amended in 2001. For executive directors and other senior
executives the 1995 Scheme was replaced by the Performance
Share Plan. The 1995 Scheme continues to cover approximately 450

1"
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- ;
executives whose awards are approved by the Committee. The I‘
operation of the 1995 Scheme is summarised on page 47. 1

il

Under the Performance Share Plan, the maximum value of share
awards made annually to executive directors and other senior |
executives to date is 150% of base salary and the Committee |ntend5
that this should remain as the maximum value of awards. However
the Committee has power in exceptional circumstances [such as the
recruitrmant of an executive director) to make share awards up to 2
maximumn value of 300% of base salary. Awards will be released after
three years to the extent a performance condition is met. One- thnrd
of the award is subject to a TSR target relative to other FTSE 100 |
companies [excluding financial companies and investment trusts]
For full vesting, the Company's TSR must be at or above the 75th
percentile over the three-year performance period. 25% of the a\«{ard
wilt vest if the Company's TSR is at median. Awards will vest on a:
stralght line pro rata basis between median and 75th percentlle' The
remaining two-thirds of the award will be subject to an earnings, per
share [EPS) growth target [measured before exceptional items). For
the three-year cycle commencing in 2005/06, full vesting will occur if
the compound annual growth in EPS is equivalent to 12% per annum,
25% vesting will occur if the compound annual growth in EPS is']
equivalent to 5% per annum, with vesting on a straight-line basis
between 5% and 12%.

The Committee considers the use of two measures, in these | l
proportions, to be appropriate. The TSR performance measure | i

is dependent on the Compary's relative long-term share price i .
performance, and therefore brings a market perspective to the Ii
Performance Share Plan. This is balanced by a key internal measure,
EPS growth, which is critical to our tong-term success and ties in
with the Group's strategic goals.

The Committee determined the threshold and maximum vestmg
levels operated to date after considering the Company's histaric’
performance and future plans, and on the basis of external ad\nce
Having recently reviewed these and other factors the Commltteei
continues to consider that the achievernent of compound annuat!
EPS growth of 12% per annum is a suitably demanding target for
maximurm vasting in the light of the Group’s diverse business, Wt|1|le
vesting levels will be kept under periodic review by the Commtttee
it currently intends to make no change to the operation of the t
Performance Share Plan. There will be no retesting of the TSR and
EPS performance measures. i !

1

The Smiths Group Sharesave Scheme, which is opento all UK |
employees with 12 months’ service, is subject to UK legislation 1
as to the amount that can be saved. Participants save a fixed sum
per month for three or five years and may use the sum generated
by their savings contracts to exercise the options which are usually
granted at a 20% discount to the market price. H

In the period ended 5 August 2006, executive directors e>v(erC|sedi
share options and at 5 August 2006 held unexercised options and
share awards as described in the table on pages 45 to 47. | ,

With the exception of an exercise of a Sharesave option by Dr Ferne
on 9 August 2004, and the lapse, on 9 September 2006, of the |
executive scheme option granted to Mr Lillycrop on 9 September;
1996, there were no changes in the options and awards held by!
directors between 6 August and 2% September 2006. The Reglster
of Directors’ Interests [which is open to |nspectlonl contains full '
details of directors’ shareholdings, options to acquire shares in the
Company and share awards. | .
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Remuneration .
The total remuneration of directors, excluding the value of shares to which certain directors may become entitled under the Deferred Share
Scheme, Performance Share Plan and Co-Investrent Plan and also defined benefit pension arrangaments, was as follows:

2006 2005

£000 €000

Fees, salaries and benefits . 3,207 3,732
Performance-retated bonuses 2,047 3,189
Gain from exercise of share options 1,488 1,005
Incremental gain from deferred share scheme exercises 153 103
Vesting of contingent share payments* - 1,841
Payments in lieu of pension contribution 561 627
7.456 10,497

*Two directors, Mr J Langston and Mr D P Lillycrop, had respective cantingent interests in 125,000 and 100,000 Smiths shares arising from contractual arrangements entered
into following the merger of T| Group plc with the Company. These interests vested on 27 September 2004.

The emaluments of the directors are set out below:

Payments in
lieu of pension
Fees/salary Benefits Bonus contribution Tetal emoluments
2004 2005 2004 2006 2006 2006 2005
£000 £000 €000 £000 £000 €000 €000
Chairman
D H Brydon T 260 218 20 - - 280 221
Chief Executive
K O Butler-wheelhouse 811 787 b4 804 405 2,084 2349
Executive directors
J Ferrie 392 380 65 230 156 843 879
J Langston 358 348 39 341 - 738 841
D P Lillycrop 342 332 79 320 - 737 799
Non-executive directors
Sir Nigel Broomfield 48 40 - - - 48 40
0 J Chatlen [appointed 21/0%/04] 57 43 - - - 57 43
Sir Julian Horn-Smith 52 45 - - - 52 45
P J Jackson 53 53 - - - 63 53
Sir Kevin Tebbit (appointed 14/06/06) [ - - - - '3 -
Former directors
K Grrell-Jones [retired 21/09/04) - 34 - - - - 45
Sir Colin Chandler [retired 16/11/04) - 24 - - - - 24
L H N Kinet [retired 06/07/05)* - 324 - - - - 764
E Lindh (retired 20/01/05)* - - 165 - - - - £15
R W O'Leary [deceased 14/08/04) 48 40 - - - 48 40
Lord Robertson of Port Ellen [resigned 27/02/06] 32 40 - - - 32 40
A M Thomson [retired 06/09/04] 436 423 39 352 - 827 950
2,905 3,296 302 2,047 561 5,815 7548

*Mr Kinet, a fermer director, received £531,312 in cash and benefits [including education expenses} in respect of his continued employment between i August 2005 and 5 July
2005, Mr Lindh, a former director, received £335,750 pursuant te a consultancy agreement operating between 1 August 2005 and 8 March 2006,

1. Shares which may be awarded under the Deferred Share Scheme, Perforrance Share Plan and Co-Investment Plan are as set out in the
directors’ share options table on pages 45 to 47.

2. The Remuneration Committee has approved arrangements under which Mr Butler-Wheelhouse and Mr Thomson have waived entitlements
to certain of their emoluments in return for unfunded unapproved pensian benefits of equivalent value granted by the Company. The arrangements
for Mr Butler-Wheelhouse were described in last year's report. Those for Mr Thamson [which are separate from the arrangements described
in note 3] were approved with effect frem December 2005. In accordance with relevant legislation, the value of these unfurded unapproved
pension benefits was canverted into funded benefits under the Smiths industries Pension Scheme [SIPS) in April 2006. The unfunded benefits
notionally accrued a bond-like return prior to the conversion in April 2006. In connection with these arrangements Mr Butler-Wheelhouse
waived £237,884 (in addition to £32,473 waived in connecticn with earlier arrangements| and Mr Thomson waived £120,000 during the period

t August 2005 to 31 March 2006, From April 2006 Mr Butler-Wheelhouse and Mr Thomson continued to waive their entitlements to certain of
their emoluments in return for the Company making equivatent amounts of coniributions to SIPS; Mr Butler-Wheelhouse waived £71,644 and
Mr Thomson E56,461. The amounts waived would otherwise have been paid to Mr Butler-Wheelhouse as payments in lieu of pension
contributions and to Mr Thomson as salary. For reasons of clarity, all amounts referred to are included within the table above.
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3. From QOctober 2005 UK employees ceased making persenal contributions to the relevant pension schemes. Their salaries were reduced by
the amount of their previous pension contributions and the Company commenced paying the same amount directly to the pension schemes
Accordingly, the salaries of Messrs Thornson, Langston and Lillycrop were reduced by £26,959, £6,67% and £6,675 respectively. For reasons of
clarity, the salaries shown in the table on page 42 for these directors are the amounts they would have been paid if they had not given up t these
salary entitlements. I

I
Directors’ pension entitlements : ] i
Accrued annual pension under defined benefit schemes !

P

Addtional Transfer Transfer The amount of
Directors’ pension earned value of value of A - Bl less ' t
Accrued  contributions during the accrued accrued  contnbutions JAccrued
enlitlemnent during  year (excluding benefits benefits made by entstlemenl
Age at31 July theyear  any increase at 5 August at 31 July the director at 5August
at 5 August 2005 Inote 2] Tor inflation) 2006 (Al 2005 {B] in 2005 fe 2006
2005 £000 €000 £ooo £aco £000 000 f £000
T
J Langston 54 159 1 13 3.020 2418 40 ' ; 176
D P Lillycrop 50 129 1 9 1,849 1,626 222 f! 141
A M Thaomson [retired 06/09/06) 59 205 5 23 4,694 3932 7 1. 233
| I
1

1. An executive director's normal retirement age is 60. An early retiremant pension, based on actual service completed, may be paid after}
age 50 and may be sub}ect to a reduction on account of early payment. On death, a spouse’s pension of two-thirds of the director’s pension;
[or for death-in-service his prospective pension at age &0) is payable. All pensions in excess of the Guaranteed Minimum Pension (GMP) are
guaranteed to increase at the lesser of (i} in the case of Mr Thomson, 5% per annum compound and, in the case of Messrs Langston and[ |
Liltycrop, 7% per annurm cormpound and (il the annual increase in the Retail Prices Index. There has, however, been a long-standing practice of
granting additional discretionary increases on pensions in excess of the GMP to bring them into line with price inflation. ;

2. Directors’ contributions were made in August and September 2005. From October 2005, in common with other UK employees par’(icipa'ting
in the relevant pens'.lon schemes, these directors ceased making personal contributions. Their salaries were reduced by an amount equal to
their previous pension contributions and the Company commenced paying the same amount directly to the pension schemes. Accordmgly ‘the
salaries of Messrs Thomson, Langston and Liltycrop were reduced by £26,969, £6,675 and £6,675 respectively. The benefits provided under, the
relevant pension schemes were not aifected by this change. Separately, as described in note 2 on page 42, additional pension benefits were

provided io Mr Thomson following his waiver of a further £176,461 of salary. F |

3. Transfer values of the accrued benefits have been caleulated in accordance with actuarial guidance [GN11}, and represent the amaunt that
the pension scheme would pay to ancther pension provider if the member elects to transfer all of his benefits out of the scheme. The transfer
values do not represent sums payable or due to the individual directors and therefore cannot be added meaningfully to annual remuneratnon

Directors’ interests in the Company's shares . . 1 :
Ordinary share:s of 25p

SAugust2006 21 iuly 2005

Sir Nigel Broomfield 103 {103
D H Brydon 12000 12000
K O Butler-Wheelhouse 429,620 2% 540
0 J Challen 2000|2000
J Ferrie 124,898 92,030
Sir Julian Horn-Smith 6682 | 6.482
P J Jackson ' 0o | O
J Langston 94,351 85,954
0 P Lillycrop 80,254 77 754
R W O'Leary ideceased 14/06/04] 0o ., 0
Lord Robertson of Port Ellen [resigned 27/02/04] 1,056 (. O
Sir Kevin Tebbit [appainted 14/04/04) 0o | of

A M Thomson (retired 06/09/06) 138,663 114386

*Indicates holding at date of resignation.

tndicates holding at date of appointment. l |

These interests include beneficial interests of the directors and their families in the Company s shares held in trusts and holdings through
nominee companies. None of the directors has disclosed any non-beneficial interests in the Company’s shares. ) !

Dr Ferrie exercised his 2001 Issue Sharesave option on 9 August 2006 and acquired 2,775 shares at the exercise price of 608p per share. |
The Cormpany has not been notified of any other changes 1o the holdings of the current directors, their families and any connected persons
between 5 August and 26 September 2006. !i

Share cwnership B
It is the Company's policy that executive directors should, over time, acquire a shareholding with a value equal to at least one and a half yegrs
gross salary.

I
|
i{i
I
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Service contracts
The Company's policy is that executive directors are employed on terms which include a one-year rolling period of notice and provision for the
payment of predetermined damages in the event of termination of employment in certain circumstances.

Mr Butler-Wheelhouse is employed under a service contract with the Company dated 26 September 2001. Mr Butler-Wheelhouse's contract
is for an indefinite term ending automatically on his anticipated normal retirement date lage 62, increased from age 60 in November 2003], but
may be terminated by 12 months’ notice given by the Company er six months’ notice given by Mr Butler-Wheelhouse. The Company may at its
discretion elect to terminate the contract by making a payment in lieu of notice equal to:

[a] the salary Mr Butler-wheelhouse would have received during the notice period;

|
|
|
|
|
{b} an amount equal to 50% of the maximum benus potential that Mr Butler-Wheelhouse was entitled to receive under the executive bonus s!
scheme for the then current bonus year; . ‘

[¢} the annual cost to the Company of providing all other benefits to which Mr Butler-Wheelhouse is entitled under his contract, which has
been pre-agreed as 10% of basic salary; and

[d) one year's payment in lieu of pension contribution,

Messrs Langston and Lillycrop are employed under service contracts with the Company dated 26 September 2001. Each service contract is
for an indefinite term ending automnatically on the anticipated normal retirement date (age 0], but may be terminated by 12 months’ notice
given by the Company or six months’ notice given by the director concerned. The Company may at its discretion elect to terminate the contract
by making a payment in lieu of notice on the same terms as those applicable to Mr Butler-Wheelhouse, save that the payment at itemn [(d} is
replaced by an amount to secure one year's pensionable service in the appropriate pensien schemels). in addition, the Company has given its .
irrevocable consent to early payment of their pension from age 50 and without actuartal reduction from age 55.

Dr Ferrie is employed under a service contract with the Company dated 31 January 2000. Dr Ferrie’s contract is for an indefinite term ending
automatically on his anticipated norral retirement date [age 41, increased from age 60 in September 2005), but may be terminated by 12 months’ .
notice given by the Campany or six months’ notice given by Or Ferrie. There are no specific termination provisions in Dr Fermie’s service contract. :
In case of earty termination, the Company may be liable to pay an amount in damages, having regard to salary and other benefits he would

have received had he served out his notice period and taking inte account his duty to mitigate his loss.

With effect from 1 October 2006 the retirement ages stated above wilk be subject to the provisions of the Employment Equality (Age)
Regulations 2006.

External appeintments

Subject to the everriding requirements of the Company, the Committee is prepared to allow executive directors to accept external appointments
where it considers that such appointments will contribute to the director's breadth of knowledge and experience. Directors are permitted to
retain fees associated with such appointments.

The total amounts of fees earned in the peried to 5 August 2606 by Dr Ferrie and Mrfhomson in respect of non-executive directorships
elsewhere were £17,600 and £45,000 respectively.

Chairman and non-executive directors

Non-executive directors [which term excludes the Chairman) were paid fees totalling £3046,000 in the peried 1 August 2005 to 5 August 2006.
Their remuneration is determined by the Baard in accordance with the Articles of Assaciation. During the year, the basic fee was £47,500 per annum.
The Chairman and the non-executive directors are not eligible for bonuses or participation in share schemes and no pension contributions are .
made on their behalf. The Chairman and the non-executive directors serve the Company under letters of appointment and do not have

contracts of service or contracts for services,

Auditable part
The directors remuneration tables and accompanying notes on page 42, the directors’ pensions table and accompanying notes on page 43,
and the directors’ share options table on pages 45 to 47 have been audited.

The Directars’ remuneration report has been approved by the Board and signed on its behalf by:

Sir Julian Horn-Smith
29 September 2006 -
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Options Options !
and and :
awards awards !
held on held on .
5 August 31 Juty 1
2005 2005 Option and award data Options exercised ?%5{96
Market price Market price
Performance  Exercise Grant Vesting Expiry Exercise Exercise atdateol 3t date of
Director Scheme Number  Number test price date dale* date date Number price grant** ltla);cercwsef
K 0 Butler-Wheelhouse 95 ESOS 645 68,043 A 82300p 25/10/6 2510/99 25/10/0¢ 0B/05/D6 47,398 823.00p  823.00p 1.000.00p
0 83540 A 93400p 17/10/47 1710/0G 17/10/07 08/05/06 83,540 93400p  934.00p 1.000.00p
0 122718 A 76500p 21/10/98 21/10/01 21/10/08 08/05/06122,718 76500p  765.00p 1,000.00p
0 16806 A 85850p 01/10/99 01A10/02 01/10/07 08/05/06 16,806 858.50p 858.50p 1,000.00p
0 53230 A 807.0Cp 01/12/00 01/12/03 01/12/10 08/05/06 53,230 807.00p  807.00p 1,000.00p
0 47800 A 790.00p 19/04/01 19/04/04 19/04/11 08/05/06 47,800 790.00p  790.00p 1,000.00p
86,849 86,849 B 806.00p 09/04/02 0%/04/05 09/04/12 ;
856848 86,848 C 806.00p 09/04/02 09/04/05 09/04/12
112,500 132,500 B 454C0p 02/10/02 02/10/05 02/10/12
112,500 112,500 C 45400p 02/10/02 02/10/05 02/10/12 ‘
113125 113125 B 469.00p 01/10/03 01/10/06 01/1013 !
113125 134L C 6900p 035/10/03 0110/06 017013 I 1
PSP 100,746 100,746 D nfa 0712004 07/12/07 07/12/07 1h
80,373 50373 E nfa 072112/04 07/12/07 07/12/07
86,548 0 D nfa 07/10/05 07/10/08 20/10/08 i
43274 0 E nfa 07/1C/05 07/10/08 20/10/08 '
ClP 125937 0 F nfa 25/10/05 25/10/08 25/10/08 :
SAYE 2964 2964 554,00p 08/05/03 01/08/08 01/02/09 '
DSS 0 29507 0.10p 24/10/02 24/10/05 24/09/09 08/05/06 29.507 0.10p  720.50p 1,000.00p
45396 45396 0.10p 24/10/03 24/10/06 24/0%110 .
58,987 58,987 ° 0.10p 07/12/04 Q721207 07491 :
J Ferrie 95 £505 0 55424 A 765.00p 11/04/00 11/04/03 11/04/10 06/01/06 55424 765.00p 765.00p 1,023.00p
‘ 0 3189 A 80700p 01/12/00 ©01/12/03 01/12/10 08/05/06 31,895 807.00p  807.00p 1.000.00p
0 42700 A 790.00p 19/04/01 19/04/04 19/04/11 08/05/06 42,700 790.00p  790.0Cp 1.000.00p
39.702. 39702 8 806.00p 09/04/02 D9/04/05 09/04/12 !
39,702 39702 C 80600p 09%/04/02 09/04/05 09/04/12 '
54,250 54,250 B 65400p 92/10/02 02/10/05 02/10/12 !
54,250 54,250 C 5400p 02/10/02 0210/05 0210112 :
54500 54500 B 469.00p 01/10/03 01/10/G6 01/10/13 ]
54,500 54,500 C 66900p 01/10/03 01/10/06 01/1013 .
PSP 48,659  4B,659 D nfa 07/12/06 07/12/07 0712007
24330 24,330 E nfa 07112004 Q712/07 07/12/07
41,802 G D nfa 07/10/05 07/10/08 20/10/08
20,901 0 E nfa 07/10/05 07/30/08 20/10/08 i
CIP 31,571 0 F nfa 25/10/05 25/10/08 25/10/08 !
SAYE 2775 2775 608.00p 10/05/01 01/08/06 01/02/07 !
Dss 0 10473 0.10p 24/10/02 24/10/05 24/0%/09 25110/05 10473 0.10p  72050p 901.23p
19,028 19,028 0.10p 24/10/03 24/10/06 24/0%10 ‘
26,852 26,852 0.10p 07112/04 Q7/12/07 0711/ !
J Langston 95 ESCS 0 42,700 A 79000p 19/04/01 19/04/04 19/04/11 08/05/06 42,700 790.00p  790.00p 1.000.00p
38462 38462 B 806.00p 09/04/02 0%/04/05 09/04/12 | :
38461  3B46Y C 806.00p 09/04/02 09/04/05 09/04/12 .
49,750 49730 B 454.00p 02/10/02 0210/05 02/10/12 4.
49750 49,750 C &54.00p 02/10/G2 02/10/05 0210/12 '
50,000 50,000 B 669.00p 01/10/03 D01110/06 0171013 )
50,000 50,000 C 669.00p 01/10/03 01/10/06 0171013 !
PSP 44547 44947 D nfa 07/12/04 07/12/07 07112007 .
22274 22274 E nfa 07/12/04 07112/07 07/12/07 .
38,269 ] D nfa 07/10/05 07/10/08 20/10/08 '
19,135 0 E nfa 07/10/05 07/10/08 20/10/08 .
CiP 51,680 0- F nfa 25/10/05 25/10/08 25/10/08 '
SAYE 1795 1,795 525.00p 05/05/04 01/08/07 01/02/08 i
DSsS 0 947 0.10p 24/10/02 24/10/05 24/09/09 25010/05 9147 0.10p 72050p $01.23p
18,091 18,071 0.10p 24/10/03 24/10/06 24/0910 i
17,922 17522 0.10p 07/12/04 07/12/07 07/11/11 ;
TIPOESOS 14,264 14264 1,09782p 02/04/97 02/04/00 02/04/07 .
18,691 18,671 1,21980p 08/09/97 08/0%/00 08/09/07 :
14756 14,756 1,026.67p 13/03/98 13/03/01 13/03/08 !
0 4918 849.79p 04/08/98 06/08/01 06/08/08 09/01/06 4,918 849.79p  B849.79p 1011.50p
0 5140 94331p 11/03/99 11/03/02 11/03/09 09/01/06 51,401 94331p  94331p 1,011.50p
T19% ESOS 0 61485 907.23p 24/05/99 24/05/02 24/05/09 09/01/06 61,485 907.23p

907.23p 1,011.50p

‘ ‘
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Options Ogptions
and and
awards awards
held on held on
S August 31 July
2006 2005 Option and award data Options exercised 200506
Market price Market price
Performance  Exercise Grant Vesling Expiry Exercise Exercise atdateol  at date of
Director Scheme Number  Number test price date date” date date Number price gramt®®  exerciset
D P Liltycrop 95ESOS 0 42700 A 79000p 19/04/01 19/04/04 19/04/11 08/0S/06 42,700 790.00p  790.00p 1,000.00p
A 312N B B0600p 09/04/02 09/04/05 09/04/12
37220 37220 C 804.00p 09/04/02 09/04/05 0%/04/12
47500 47500 B 45400p 02/10/02 02/30/05 02/10/12
47500 47.500 C 45400p 02/10/02 02/10/05 02/10/12
47750 47.750 B 669.00p 01/10/03 01/i0/06 01/10/13
47750 47750 C 669.00p 01/10/03 01/i0/06 01/10/13
PSP 42491 42491 0 nfa 0712/04 0712/07 07/12/07
21246 21246 E nfa 07/12/04 0712/07 0712/07
36,503 0 D nfa 07/10/05 07/10/08 20/10/08
18,252 0 E nfa 07/10/05 07/10/08 20/10/08
CIP 45,362 0 F nfa 25/10/05 25/10/08 25/10/08
SAYE 153% 1539 645.00p 09/05/02 01/08/07 01/02/08
1,185 1,183 554,00p 08/05/03 01/08/08 01/02/09
bss 0 887 0.10p 24M10/02 2410/05 24/03/09 25/10/05 8876 010p 72050p 901.23p
14218 14259 0.10p 24/10/03 24/10/06 24/0910
21750 21,750 0.10p 07/12/04 07/12/07 Q7/17/M1
TI 90 ESOS g 2,459 1,058.18p 15/04/96 15/04/9% 15/04/06
11,067 11067 1.121.20p 09/09/96 09/09/9% 09/09/04
15.248 15248 1.097.82p 02/04/97 D2/04/00 02/04/07
19,675 19.675 1.219.80p 08/09/97 08/05/00 08/0%/07
23364 23364 1,026.67p 13/03/98 13/03/01 13/03/08
0 17953 849.79p 05/08/98 06/08/01 0&/0B/08 12/01/06 17,953 849.79p  B849.79p 1,009.50p
356,153 36,152 943.31p 11/03/9% 11/03/02 11/03/09
TI 99 ESOS 0 6.7 907.23p 24/05/9% 24/05/02 24/05/0% 12/01/06 61,731 $07.23p  907.23p 1,009.50p
AM Thomson 95 ESOS 0 20569 A 63200p 20/12/95 20/12/98 20/12/05 14/12/05 20569 632.00p  632.00p 1,008.50p
0 22989 A 82300p 25/10/94 25/10/99 25/10/06 08/05/06 22989 823.00p  823.00p 1.000.00p
21590 21,590 A 93400p 17/10/97 17/10/00 17/10/07
31,982 31982 A 76500p 21110/98 2110/61 21/10/08
26,790 24,790 A 85850p CG1/10/99 01/10/02 01/10/09
31,598 31598 A 807.00p 01/12/00 03/12/03 01/12/10
26,250 26,250 A 79000p 19/04/D1 19/04/04 19/04/11
44 665 44,665 B 80600p 09/04/02 09/04/05 09/04/12
46,665 44,665 C 80600p 0%/04/02 09/04/05 09/04/12
60,500 60,500 B 454.00p 02/10/02 02/10/05 02/10/12
60,500 40,500 C 454.00p 021002 02/10/05 02/10/12
60,875 40875 B 469.00p 01/10/03 01/10/06 01/10/13
60875 60.875 C 649.00p 0110/03 01/10/06 01A10/13
PSP 54,142 54,142 D nfa 07/12/04 07/12/07 07/12/07
2707 270N E nfa 07/12/04 07/12/07 07/12/07
46512 0 D nfa 07/10/05 07/10/08 20/10/08
23256 a E nfa Q7/10/05 07/10/08 20/10/08
CIP 55414 i F nfa 25/10/05 25/10/08 25/10/08
SAYE 0 2775 408.00p 10/05/01 01/08/06 01/02/07 01/08/06 2,775 60800p B2250p B894.00p
DSS 0 10,452 0.10p 24/10/02 24010/05 24/09/09 25/10/05 10452 (.10p 72050p 901.23p
15,709 15709 0.10p 24/10/03 24/10/06 24/09/10
27 227 0.10p 07/12/04 07/12/07 07/11/M1




17

|
|
1

47
Smiths Group plc Annual report and accountfé 2006
Directors’ remuneration report continued

]
i
I
1
1
1
I

Key i
95 ESOS The Smiths Industries 1995 Executive Share Option Scheme %
psp The Smiths Group Perfarmance Share Plan

cIP The Smiths Group Co-Investment Plan [N
SAYE The Smiths Group Sharesave Scherne [ f
DsS The Smiths Industres Senior Executive Deferred Share Scheme "
TIS0ESOS  The Tl Group [1990] Executive Share Option Scheme of
TI99ES0S  The Tl Group 1999 Executive Share Option Scheme : ! t
Performance tests | t!
A Total Shareholder Return of the Company versus the Total Return of FTSE General Industrials index I
B EPS growth versus UK RPI Index + 3% p.a. I
c EPS growth versus UK RPI Index + 4% p.a. "
D Earnings Per Share grawth test [see abovel i
E Total Shareholder Return rank test [see above] i
F Return on Capital Employed test |see abovel i

l
* The Vasting Dates shown above in respect of aptions granted under the 95 ESOS and awards made under the PSP and CIP are subject ta the relevant performance test being p:'a:ssed,

** Market price of a Smiths share at date of grant [if different from exercise pricel. The exercise price of an option under the Smiths Group Sharesave Scheme is set at 20% less :1t;13n
the mid-market closing price of @ Smiths share on the business day preceding the date an which employees are invited to participate in the grant. The market prices for Deferred
Share Scheme options are actual prices paid for the matching shares purchased by the optionholders. i

+ Mid-market closing quotation from the Londen Stock Exchange Daily Official List or actual sale price, if applicable. ! ;
Notes "
The high and tow market prices of the ordinary shares during the period 1 August 2005 to 4 August 2006 were i048p and 820p respectively. o

i
The mid-market closing price on 31 July 2005 was $58.5p and on 4 August 2006 was 897 5p. e

Il
The mid-market closing prices of a Smiths share on the dates cf awards made under the PSP and CIP in the 2005/06 financial year were 937p (PSP award on 07/10/05) and 884.5p [CIF
award on 25/10/05). o

!

Of the 2.096m shares under options granted to and held by directors under the executive and savings-related share option schemnes operated by the Company at 5 August 2006,?1?..921m
shares were granted al exercise prices abave the market price of a Smiths Graup share on 26 September 2006 (886.5p} and 0.375m shares were at exercise prices below the market
price on that date. ; I

|
The option granted to Mr D P Liltycrop under the T) 90 ESOS on 15 April 1996 lapsed on the 10th anniversary of the date of grant: no other options or awards held by any director tapsed
during the period 1 August 2005 to 5 August 2006, ! |

Mone of the optiens or awards listed above was subject Lo any payment on grant.

No other Director held any options over the Company's shares during the period 1 August 2005 to & August 2006. f i
On 9 August 2006 D J Ferrie exercised his 2001 Issue SAYE aption. The option granted ta Mr D P Liltyerop under the T1 90 ESOS on 9 September 1994 lapsed on the 10th annive?r;ary
of the date of grant. No other options or awards have been granted cr exercised or have lapsed during the period é August to 26 September 2006,

He

Executive directors received iheir final grants of options under the 95 ESOS in October 2003, From 2004 senior executives, including directors, receive awards under the PSP The final
grant of options under the DSS was issued in December 2004: the DSS has been replaced by the CIP. / :

Dptions granted under the 95 ESOS can only be exercised after three years if a performanca requirement, determined by the Rernuneration Committee, has been met. Options alr’amed
under the 95 ESOS up to 2001 were subject to performance testing based on total shareholder return of the Company versus the total return of the General Industrials Sector of the
FTSE All Shares Index. Options granted from 2002 are subject 1o a performance test based on growth in the Company’s earnings per share. If the performance reguirement is np't'
satisfied at the end of the third year, the perfarmance period may be extended for up to two further years so that performance is tested over a four-year period at the end of the fourth
year and a five-year period at the end of the fifth year. The performance requirernent is that the growth in the Company's normalised earnings per share over the threeffour/five financial
years beginning immediately prior to the option grant must exceed the increase in the UK Retail Prices Index over the same period by 3% per annum [for options up to one times'base
salary] and by 4% per annum [for the excess up to two times base salary). il

Under the D35 executive directors were able to use their after tax bonus te purchase the Company's shares at the prevailing market price. Al the end of a three year period, if the!
Director is still in office, he can exercise an option granted to him over matching shares, in respect of any shares retained for that period. The number of matching shares awarded was
determinad by the Commitiee at the end of the year in which the bonus was earned by reference to annual bonus, and other corparate financisl criteria. The last grant under lhéfDSS
was made on 7 December 2004, in respect of bonus earned in the year to 31 July 2004, and matched shares purchased in the market by the grantee on that day. At 5 August 2006 the

trustee of the DSS held 670,086 shares for the benefit of senior executives (inciuding the directors as disclosed abovel, The market value of these shares at that date was {6.01m'qnd
dividends of approximately £228,229 were waived in the year in respect of the shares. |

'
i
There are no performance criteria for the SAYE, DSS, the T1 90 ESOS or the T 99 ESOS. f I

1
Special provisions permit early exercise of eptions and vesting of awards in the event of retirerment; redundancy; death; etc. i, :‘
i

t
i
|
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Statement of directors’ responsibilities

Company law requires the directars to prepare accounts for each
financial year which give a true and fair view of the state of affairs of
the Company and the Group at the end of the year, and of the profit
or loss of the Group for that period. In preparing those accounts, the
directors are required to:

* select suitable accounting policies and then apply them consistently;
* make judgments and estimates that are reasonable and prudent;

= state that the consolidated financial statements comply with
fnternational Financial Reperting Standards, and the Parent
Company Financial Staternents comply with UK GAAP;

» state whether applicable accounting standards have been followed,
subject to any material departures disclosed and explained in the
accounts; and

* prepare the accounts on the going concern basis unless it is
inappropriate to assume that the Company and the Group will
continue in business.

The directors are responsible for keeping proper accounting records
which disclose with reasonable accuracy at any time the financial
position of the Company and the Group and enable them to ensure
that the accounts comply with the Companies Act 1985. They are
also responsible for safeguarding the assets of the Company and
hence for taking reasonable steps for the prevention of fraud and
other irregularities.



Independent auditor’s report to the members of Smiths Group plc

We have audited the Group financial statements of Smiths Group plc
for the period ended 5 August 2006 which comprise the consolidated
income statement, the consolidated balance sheet, the consolidated
cash-flow statement, the consolidated statement of recognised
income and expense and the related notes. These Group financial
statements have been prepared under the accounting policies set
out therein.

We have reported separately on the Parent Company financial
staternents of Smiths Group ple for the period ended 5 August 2006
and on the information in the Directors’ Remuneration Report that
is described as having been audited.

Respective responsibilities of directors and auditors

The directors’ responsibilities for preparing the Annual Repert and
the Group financial statements in accordance with applicabte law
and International Financiat Reporting Standards (IFRS) as adopted
by the European Union are set out in the Staterment of Directors’
Responsibilities.

Our responsibility is to audit the Group financial staternents in
accordance with relevant {egal and regulatery requirerments and
international Standards on Auditing (UK and Ireland). This report,
including the opinion, has been prepared for and only for the
Company's members as a body in accordance with Section 235

of the Cormpanies Act 1985 and for no other purpose. We do not,

in giving this opinion, accept or assume responsibility for any other
purpose ar to any other person to whom this report is shown or into
whose hands it may come save where expressly agreed by our prior
consent in writing.

We report o you our apinion as to whether the Group financial
statements give a true and fair view and whether the Group financial
statemnents have been properly prepared in accordance with the
Companies Act 1985 and Article 4 of the IAS Regulation. We also
report to you whether, in aur opinion, the Directors’ Report is not
cansistent with the Group financial statements, if we have not

received all the information and explanations we require for our audit,

or if information specified by law regarding directer's remuneration
and other transactions is not disclosed.

We review whether the Corporate Governance Statement reflects
the Company’s comgpliance with the nine provisions of the 2003 FRC
Combined Code specified for our review by the Listing Rules of the
Financial Services Authority, and we report if it does not. We are not
required to consider whether the Board's staterments on internal
control-caver all risks and controts, or form an opinion on the
effectiveness of the Group’s corporate governance procedures or
its risk and controt procedures.

We read other information contained in the Annual Report and
consider whether it is consistent with the audited Group financial
staternents. The other information comnprises onty the Chairman’s
Statement, the Chief Executive’s Staternent, the Summary
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Performance Statement, the Operating and Financial Review, |
the Directors’ Report, the Corporate Governance Statement, the,
Staterment 'of Directors’ Responsibilities and the Five Year Rewew
We consider the implications for our report if we become aware'
of any apparent misstaternents or material incensistencies with, |
the Group financial statements. Qur responsibilities do not extend
to any other information. |

;
|
|

Basis of audit opinion |
We conducted our audit in accordance with International Standards
on Auditing (UK and (reland) issued by the Auditing Practices Board
An audit includes examination, on a test basis, of evidence relevant
to the amounts and disclosures in the Group financial statementé.
It also includes an assessment of the significant estimates and |!
judgments made by the directors in the preparation of the Group
financial statements, and of whether the accounting policies are
appropriate to the Group's circurmnstances, consistently applied and
adequately disclosed. ’ |
We planned and performed our audit so as to obtain all the | '
information and explanations which we considered necessary |
in order to provide us with sufficient evidence to give reasonable | l
assurance that the Group financial statements are free from matenal
misstaternent, whether caused by fraud or other irregularity or error.
In forming our opinion we also evaluated the overall adequacy of the
presentation of infermation in the Group financial statements. }
Opinion i !
In our opinion: |§
= the Group financial statements give a true and fair view, in X
accordance with IFRS as adopted by the European Union, of the
state of the Group's affairs as at 5 August 2006 and of its proflt and
cash-flows for the period then ended; ;

* the Group financial staternents have been properly prepared in.
accordance with the Companies Act 1985 and Article 4 of the IAS
Regulation; and !

= the information given in the Direciors’ Report is consistent Wlth
the Group financial statements.

PricewaterhouseCoopers LLP i
Chartered Accountants and Registered Auditors

London
2% September 2006

l
)
i |
{
i i
Notes : ‘
[a) The maintenance and integrity of the Smiths Group plc website is the responsi ibility
of the directors; the work carried out by the auditors does not involve con5|deranon of
these matters and, accordingly, the auditors accept no responsibility for any changes
that may have occurred to the financial statements since they were initially presented
on the website. ) '

(6] Legislation in the United Kingdom governing the preparation and d|ssem|nat|on of
financial statements may differ from legislation in other jurisdictions. H
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Consolidated income statement

Period ended Year ended
§ August 2006 31 July 2005
Note £m Em
Revenue v 35229 30054
Cost of sales 12,111.2} 11,8147
Gross profit 1,411.7 1,190.7
Sales and distribution costs (354.7] (283.3]
Administrative expenses
- normal activities (587.8]-  [534.1)
- impairment of financial asset (325.01
Profit on disposal of businesses » 16.4 8.7
Operating profit 2 160.6 382.0
Interest receivable 4.2 156G
Interest payable {58.4] {38.2)
Other financing losses (0.5) (4.2
Other finance income - retirerment benefits 27.6 11.3
Finance costs 5 271 (16.1
Share of post-tax losses of associated companies (1.1)
Profit before taxation 132.4 3659
Comprising
- headune profit before taxation 3 4921 4038
- exceptional operating items 4 (14.5) (28.0)
- amortisation of acquired intangible assets n 11691 (5.7)
- financing losses (3.3 (£2)
- impairment of financial asset (325.01
132.4 3659
Taxation 6 (108.2 [94.1)
Profit for the period attributable to equity shareholders of the Parent Company 24.2 N8
Earnings per share 8
Basic ’ 4.3p £8.3p
Diluted 4.2p 48.2p
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Consolidated statement of recognised income and expense

¥

|
|
i

b

i
t
I

Period ended Year ended
5 August 2006 31 July 2005
£m 1| Em
Exchange [loss)/gain . 113.1] ‘ i_50.2
Taxation recagnised on exchange losses |
- current : 5.9
- deferred (74
Actuarial gains/ltosses] on retirement benefit schemes 94.5 [23.4]
Taxation recognised on actuarial gains/[losses) - deferred {24.0] 1118
Fair value gains/(losses|: o
- on cash-flow hedges 12.7 !
- on net investment hedges 171 o
Net [costlfincome recognised directly in equity (20.2) MS
Profit for the period 24.2 2718
Total recognised income and expense for the period attributable to equity shareholders of Smiths Group plc 4.0 ‘31 63
Effect of change in accounting palicy [IAS 32 and 1AS 3%) 29 g

As permitted by IFRS 1 First Time Adoption of international Reporting Standards', the Group has adopted '1AS 32 Financial Instruments: :
Disclosure and Presentation” and 'IAS 39 Financial Instruments: Recognition and Measurement” with effect from 1 August 2005 with no !

restatement of comparative information. This increased shareholders equity by £2.9m at 1 August 2005.
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Consolidated balance sheet

2006 2005
Note £m £m

Non-current assets
Intangible assets n 1,530.6 1,481.7
Property, plant and equipment 12 . 497.8 5028
Investment accounted for using the equity method 13 14.0
Financial assets - other investments 14 0.8 3285
Retirement benefit assets 9 183.7 134.6
Deferred tax assets 3 923 1178
Trade and other receivables 1% 16.8 247
Financial derivatives 20 6.2

2.342.2 2,5990.1
Current assets
Inventories 15 558.4 564.2
Trade and other receivables 16 724.4 7205
Cash and cash equivalents 17 120.6 60.9
Financial derivatives 2 26.1
Total assets 37717 3.935.7
Non-current liabilities
Financial liabilities:
- borrowings 1 862.3)  [937.7)
- financial derivatives 0 (4.4)
Provisions for liabilitres and charges 2 (26.5) {26.4]
Retirerent benefit abligations 9 (235.8) (371.2]
Deferred tax liabilities 6 49.7) (19.9)
Trade and other payables 1 a8 1332

11,2935) [1,488.4)
Current liabilities
Financial liabiiities:
- borrowings 19 (185.0) (54.01
- financial derivatives P [6.9)
Provisions for liabilities and charges 2 (81.8) (44.1)
Trade and other payables 1 1699.5) (684.6)
Current tax payable &4.1) (160.8]
Total liabilities (2,408.8) (24519
Net assets 1,362.9 14838
Shareholders’ equity )
Share capital 2% 1418 1409
Share prerniurn account 25 2261 197.5
Revaluation reserve 25 1.7 1.7
Merger reserve 25 2348 2348
Retained earnings 2 734.0 9089
Hedge reserve 25 265
Total shareholders’ equity 1,362.9 14838

The accounts on pages 50 to %6 were approved by the Board of Directors on 29 September 2006 and were signed on its behalf by:

a@%m- Wb

Keith Butler-Wheelhouse
Chief Executive

John Langston
Finance Director

e w e e
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Year ended

Period ended
5 August 2006 31 Juty 2005
Note fm |t Em
Net cash inflow from operating activities 7 389.1 5'319.3

i

Cash-flows from investing activities R
Expenditure an capitalised development (102.0) 1 (67.4)
Expenditure on other intangible assets (25.1) [[143]
Purchases of property, plant and equipment 12 1M11.2) } (99.9]
Disposals of property, ptant and equipment 12.2 {193
Acquisition of businesses » (54.2) (410.0]
Disposals of businesses b2l 83 H 0.5
Net cash-flow used in investing activities ) " (272.0) [581 8

|

Cash-flows from financing activities I !
Proceeds from issue of ordinary share capital % 2713 [,14.6
Dividends paid to equity shareholders 7 167.0 (154.5)
Increase in new borrowings 735 2877
Reduction and repayment of borrowings (115.9] (249.3)
Net cash-flow used in financing activities 182.1) [1I 018
Net decrease in cash and cash equivalents (65.0] !éél».ﬂl
Cash and cash equivalents at 1 August 1.9 1421.0
Exchange differences 2.0 L 145.1]
Cash and cash equivalents at end of period 7 5111 19

Cash and cash eguivalents at end of period comprise: | ‘
- cash at bank and in hand ' 102.3 1 51.1
- short-term deposits 18.3 ! I 2.8
- bank overdrafis nm (490
5110 e

|
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Accounting policies

Basis of preparation

The accounts have been prepared in accordance with the Companies
Act 1985 applicable to companies reporting under International
Financial Reporting Standards [IFRS] and International Financial
Reporting Interpretations Cornmittee [IFRIC] interpretations, as
adopted by the European Union in response to tha |AS regulation

(EC 16064/2002), under the historic cast convention modified to include
revaluation of certain financial instruments, as described below. For
Smiths Group ple there are no differences between IFRS as adopted
for use in the European Union and full IFRS as published by the
Internationat Accounting Standards Board.

The preparation of the accounts in canformity with generally accepted
accounting principles requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities
and disclosure of contingent assets and liabilities at the date of the
accounts and the reported amounts of revenues and expenses during
the reporting pertod. These estimates and assumptions are based

on historical experience and various other factors that are believed
reasonable in the circumstances and constitute management's best
judgement at the date of the financial statements. Actual results
could differ from these estimates.

The accounts have been prepared in accerdance with the accounting
policies, as described below. These accounts are the first accounts
following the implementation of IFRS as adopted by the EU. The
information for the year ended 31 July 2005, previously reported to
shareholders under UK Generally Accepted Accounting Principles
{UK GAAP) has been restated to conform to IFRS. .

TFRS 1 First Time Adoption of International Financial Reporting
Standards’, permits those companies adopting IFRS for the first
time to take sorne exemptions from the full requirerents of IFRS
in the transition pariod. The Company has adopted the following
key exemptions:

* financial instrurnents - the Company has elected to adopt '1AS 32
Financial Instruments: Disclosure and Presentation” and '1AS 39
Financial Instruments: Recognition and Measurement’ with effect
from 1 August 2005. Financial instrurnents in the comparative
period presented in the accounts {ie the year ended 31 July 2003)
are recorded on the UK GAAP basis applicable in that year;

* business combinations - business combinations prior to the
transition date {1 August 2004) have not been restated to an
IFRS basis. This means consequently that the merger of Smiths
industries plc and Tl Group plc in December 2000 continues to
be accounted for as a merger; and

+ cumulative translation differences - the Company has deemed
cumulative translation differences for foreign operations to be
zero at the date of transition. Any gains and losses on subsequent
disposals of foreign operations will not therefore include translation
differences arising prior to the transition date.

The reconciliations between the amounts previously reported under
UK GAAP and the amounts reported under IFRS for:

» profit for the year ended 31 July 2009; and

» shareholders’ equity at 1 August 2004 and 3.1 July 2005 [except in
respect of IAS 32 and IAS 39)

are set out on pages 90 to 94.

A further reconciliation has been included in note 24 to illustrate the
effect of adopting 1AS 32 and |AS 39, as of 1 August 2005.

Basis of consolidation

The consolidated financial statements incorporate the financial
staternentis of the Company and its subsidiary undertakings, together
with the Group’s share of the results of its associates.

Subsidiaries are all entities over which the Company has the power to
govern the financial and operating policies generally accompanying a
shareholding of more than one half of the voting rights. Subsidiaries
are fully consolidated from the date on which this power is
transferred to tha Company. They are de-consolidated from the date
that control ceases,

Associates are entities over which the Group has significant influence
but does not control, generally accompanied by a share of between
20% and 50% of the voting rights. Investrnents in associates are
accounted for using the equity method.

Foreign currencies

The Company's presentational currency is sterling. The results

and financial position of all subsidiaries and associates that have a
functional currency different from sterling are translated into sterling
as follows:

* assets and liabilitias are translated at the rate of exchange at the
date of that balance sheet;

* income and expenses are translated at average exchange rates
for the period; and

» all resulting exchange differences are recognised as a separate
component of equity.

On consolidation, exchange differences arising from the translation
of the net investment in foreign entities, and of borrowings and other
currency instruments designated as hedges of such investments, are
taken to shareholders’ equity. When a foreign operation is sold, the
cumulative amount of such exchange differences is recognised in

the income staternent as part of the gain or loss on sale.

Exchange differences arising in the accounts of individual companies
are dealt with in their respective income statements. Those arising
on trading transactions are taken to operating profit; those arising
on borrowings are classified as finance incorne or cost.

Revenue

Revenue comprises the fair value for the sale of goods and services,
net of trade discounts and sales related taxes, and the value of work
undertaken during the year on long-term contracts. Revenue is
recognised when the risks and rewards of the underlying sale have
been transferred to the customer, which is usually where title passes.

Long-term funded contracts

Where the outcorne of a contract can be estimated reliably, revenue
and costs are recognised by reference to the stage of completion of
the contract activity at the balance sheet date. The Group uses the
‘percentage of completion method’ to determine the appropriate
ameunt to recognise in a given period. The assessment of the stage
of completion is dependent on the nature of the contract, but will
generally be based on the extent to which the Company has obtained
the right to consideration in exchange for performance under the
contract. If a contract is expected to be loss-making, a provision is
recognised for the entire loss.



Employee benefits
Pension obligations and post-retirement benefits
The Company has both defined benefit and defined centribution plans.

For defined benefit plans the liability for each scheme recegnised in
the balance sheet is the present value of the defined benefit obligation
at the balance sheet date less the fair value of plan assets. The
defined benefit obligation is calculated annually by independent
actuaries using the projected unit credit method. The present value
of the defined benefit obligation is determined by discounting the
estimated future cash outflows using interest rates of high-quality
corporate bonds that are denominated in the currency in which the
benefits will be paid, and that have terms te maturity approximating
to the terms of the related pension liability. Actuarial gains and
losses arising from experience adjustments and changes in actuarial
assumptions are recognised in full in the pericd in which they occur,
outside of the income statement and are presented in the statement
of recognised income and expense. Past service costs are recognised
immediately in income, unless the changes io'the pension plan are
conditional on the employees remaining in service for a specified
period of time [the vesting period). In this case, the past service

cosis are amortised on a straight-line basis over the vesting period.

For defined contribution plans, the Group pays contributions to publicly
or privately administered pension insurance plans on a mandatory,
contractual or voluntary basis. Contributions are expensed as incurred.

The Group also has certain post-retirement healthcare schemes
which are accounted for on a similar basis to the defined benefit plans.

Share-based compensation

The Company operates a number of equity-setiled and cash-settled
share-based compensation plans. The fair value of the employae
services received in exchange for the grant of shares or share
options is recognised as an expense. For equity-settled share-based
paymenis the total amaount to be expensed over the vesting period
is determined by reference to the fair value of the shares or share
options granted, excluding the impact of any non-market vesting
conditions [for example profitability and sales growth targets|. For
cash-settled share-based payments a liability equal to the proportion
of tha services received is recognised at the current fair value
determined at each balance sheet date. Fair value is determined

by reference to opticn pricing models, principally Binomial modets.

The Company has applied the requirements of ‘IFRS 2 Share-based
Payment'. In accordance with the transitional provisions, IFRS 2 has
been applied only to grants of equity instruments after 7 November
2002 that had not vested as at 1 January 2005.

Exceptional operating items

ltems which are material either because of their size or their nature,
and which are non-recurring, are presented within their relevant
consolidated income statement category, but highlighted separately
within the line ‘exceptional operating itemns’. The separate reporting
of exceptional items helps provide a better picture of the Company’s
underlying performance. lterns which may be included within the
exceptional category include:

» profits/(losses| on disposal of businesses;
« spend on the integration of significant acquisitions; and

= significant goodwill or other asset impairments.

I
'
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Accounting policies continued

]
Intangible assets 'l
Goodwill 1
Goodwill represents the excass of the cost of an acquisition over.the
fair value of the Company's share of the identifiable net assets of the
acqguired subsidiary at the date of acquisition. :

Goodwill arising from acquisitions of subsidiaries after 1 August-1998
is included in intangibte assets, is not amartised but is tested annually
for impairment and carried at cost less accumutated |mpa|rment
losses. Gains and losses an the disposal of an entity include the !
carrying amount of goodwill relating to the entity sold. ;;

Goodwill arising from acquisitions of subsidiaries before 1 Augusl
1998, which was set against reserves in the year of acquisition under
UK GAAP, has not been reinstated and is not included in determining
any subsequent profit or loss on disposal of the related entity, in' !
accordance with IFRS 1. J ,

Goodwill is tested for impairment at least annually or whenevers
there is an indication that the asset may be impaired. Any |mpalrment
is recognised immediately in the income staterment. Subsequent -
reversals of impairment losses for goodwill are not recogaised. ;|

Research and development ‘
Expenditure on research and development is charged to the proflt and
loss account in the year in which it is incurred with the exception of:

* amounts recoverable from third parties; and ot

* expenditure incurred in respect of the development of certain ] ‘
major new product projects where the outcome of those projects
15 assessed as being reascnably ceriain as regards viability and
technical feasibility. Such expenditure is capitalised and amartised
over the expected useful life of the development, being the 1
estimated period of sale for each product, commencing in the' .
year sales of the product are first made. L

Other intangible assets ! i

The identifiable net assets acguired as a result of a business

combination may include intangible assets other than goodwill. ]

Any such intangibte asseis are amortised over their expected future

lives unless they are regarded as having an indefinite life, in whlch

case they are not amertised, but subjected to annual mpawrment

testing in a similar manner to goodwill. i'

The estimated usefut lives are as follows: i

Patents, licences and trademarks up to 20 years Y

Technology 7to 12 years '

Customer relationships up to 7 years "
‘|

Property plant and equipment
Property, plant and equiprnent is stated at historical cost less
accumulated depreciation and any recognised impairment losses.

Land is not depreciated. Depreciation is provided on other assetsI
estimated to write off the dapreciable amount of relevant assets by
equal annual instalments over their estimated useful lives. In general
the rates used are: Freehold and long leaseheld buildings - 2%, Short
ieasehold property - over the period of the lease, Plant, machmery
etc. - 10% to 20%, Motor vehicles - 25%, Tools and ather equipment —
10% to 33%. I

The assets’ residual values and useful lives are reviewed, and ‘l ‘
adjusted if appropriate, at each balance sheet date. :
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An asset’s carrying amount is written down immediately to its
recoverable amount if the asset’s carrying amount is greater than
its estimated recoverable amount.

No borrowing costs are capitalised as part of property, plant and
equipment. :

Leases

Leases in which a significant portien of the risks and rewards of
ownership are retained by the lessor are classified as operating

leases. Payments made under operating leases are charged to

the income statement on a straight-line basis over the period of
the lease.

Inventories

Inventories are stated at the lower of cost and net realisable value.
Cost is determined using the first-in, first-out [FIFQ) methed. The
cost of finished goods and work in progress comprises raw rmaterials,
direct labour, other direct costs and related production overheads
(based on normal operating capacity). It excludes borrowing costs.
-Net realisable value is the estimated selling price in the ordinary
course of business, less applicable variable selling expenses.

Trade and other receivabtes
Trade and other receivables are stated at cost after deducting
adequate provision for doubtful debts.

Cash and cash equivalents

Cash and cash equivalents include cash at bank and in hand, highly
liquid interest-bearing securities with maturities of three months or
less, and bank overdrafts.

Provisions

Provisions for warranties and product liability, dispoasal indemnities,
restructuring costs, vacant leasehold property and legal ctaims

are recognised when; the Company has a legal or constructive
obligation as a result of a past event; it is probable that an outflow

of resources will be required to settle the obligation; and the amount
has been reliably estimated. Provisions are not recognised for future
operating losses.

Where there are a number of similar obligations, for example where
awarranty provision has been given, the likelihood that an outflow will
be required in settlement is determined by considering the class of
obligations as a whole. A provision is recognised even if the likelihood
of an outflow with respect to any one item included in the same class
of obligations may be small.

Where a leasehold property is vacant, or sub-let under terms such
that the rental income is insufficient to meet all outgoings, provision
is made for the anticipated future shortfall up to termination of the
lease, or the termination payment, if srmaller.

Taxation

The charge for taxation is based on profits for the year and takes into
account taxation deferred because of temporary differences between
the treatment of certain itemns for taxation and accounting purposes.

Deferred tax is provided in full using the halance sheet liability
method. A deferred tax asset is recognised where it is probable that
future taxable income will be sufficient to utilise the available relief.
Tax is charged or credited to the income statement except when it

s

relates to items charged or credited directly to equity, in which case
the tax is also dealt with in equity.

Deferred tax is provided on temporary differences arising on
investments in subsidiaries and associates, except where the
timing of the reversal of the temporary differences is controlled
by the Cornpany and it is probable that the temporary difference
will not reverse in the foreseeable future.

Deferred tax liabilities and assets are not discounted.

Financial assets

Financial assets are initially recognised at fair value lie original cost
plus transaction costs] when the Group becomes party to contractual
obligations. They are no longer recognised when the right to receive
cash-flows from the assets has expired or been transferred, and the
Company has transferred substantially all of the risks and rewards
of ownership,

The subsequent measurement of financial assets depends on their
classification. They are classified as either loans and receivables;
held to maturity investments; available-for-sale financiat assets; or
financial assets where changes in fair vatue are charged [or credited|
to the income statement. The classification depends on the purpose
for which the financial assets were acquired. Management
determines the classification of financial assets at initial recognition
and re-evaluates their designation at each reporting date.

Loans and receivables and held-to-maturity investments are
subsequently measured at amortised cost using the effective interest
method. Available-for-sale financial assets and financial assets
where changes in fair value are charged {or credited| to the income
statement are subsequently measured at fair value. Realised and
unrealised gains and losses arising from changes in the fair value

of the financial assets at fair value through profit and loss™ category
are included in the income statement in the period in which they
arise. Unreatised gains and losses arising from changes in the fair
value of non-monetary securities classified as available-for-sale are
recognised in equity. When securities classified as available-for-sale
are sold or impaired, the accurnulated fair value adjustments are
included in the income statement as gains or losses from investrnent
securities.

Financial assets are classified as current if they are expected to be
realised within 12 months of the balance sheet date.

Financial liabilities :

Borrowings made by the Company are initially recognised at fair value,
net of related transaction costs. These transaction costs and any
discount or premium on issue are subsequently amortised under the
effective yield method through the income staternent as interest over
the life of the loan, and added to the liability disclosed in the balance
sheet. Related accrued interest is included in the borrowings figure.

Borrawings are classified as current liabitities unless the Company
has an unconditional right to defer settternent of the liability for at
least one year after the balance sheet date,

Derivative financial instruments and hedging activities
The Company has adopted IAS 39 from 1 August 2005. Adjustments
have been made to the opening balance sheet at 1 August 2005 for




the adoption of IAS 39; these are shown separately in the Group
statement of changes in equity. Comparative figures for the year
ended 31 July 2005 have not been restated to reflect IAS 39 as
permitted by IFRS 1. Derivatives are initially recognised at fair value
on the date a derivative contract is entered inio and are subsequently
remeasured at their fair value. The method of recognising any
resulting gain or loss depends on whether the derivative is designated
as a hedging instrument, and if so, the nature of the item being hedged.

Changes in the fair value of any derivative instruments that do not
qualify for hedge accounting are recognised immediately in the
income staiemnent.

Fair value hedge

Changes in the fair value of derivatives that are designated and qualify
as fair value hedges are recorded in the income statement, together
with any changes in the fair value of the hedged asset or liability that
are attributable to the hedged risk.

Cash-flow hedge

The effective portion of changes in the fair value of derivatives that are
designated and qualify as cash-flow hedges are recognised in equity.
The gain or loss relating to any ineffective portion is recognised
immediately in the income statement.

Armounts accumulated in equity are recycled in the income statement
in the periods when the hedged item will affect profit or loss [for
instance when the forecast sale that is hedged takes placel. However,
when a forecast transaction that is hedged results in the recognition
of a non-financial asset {for example, inventory} or a liability, the gains
and losses previously deferred in equity are transferred fram equity
reserves and included in the initial measuremant of the cost of the
asset or liability.

When a hedging instrument expires or is sold, or when a hedge
no longer meets the criterta for hedge accounting, any cumulative
gain or loss existing in equity at that time remains in equity and is
recognised when the forecast transaction is ultimately recognised
in the income staterent, When a forecast transaction is no longer
expected to occur, the cumulative gain or loss that was reported
in equity is immediately transferred to the income statement.

Net investment hedge

Hedges of net investments in foreign operations are accounted

for similarly to cash-flow hedges. Any gain or loss on the hedging
instrument relating to the effective portion of the hedge is recognised
in equity; the gain or loss relating to any ineffective partion is
recognised immediately in the income staternent,

Gains and losses accumulated in equity are inctuded in the income
staterment when the foreign operation is disposed of.

Derivatives that do not qualify for hedge accounting

Certain derivative instruments do not qualify for hedge accounting.
Changes in the fair value of any derivative instruments that do

not qualify for hedge accounting are recognised in the income
statement.

Derivatives embedded in ather financial instruments or ather host
contracts are treated as separate derivatives when their risks and
characteristics are not closely related to those of the host contracts

(o
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and the host contracts are not carried at their fair value. Unrealised
gains and losses on these embedded derivatives are recogmsed in
the income statement.

IAS 32 and 1AS 39 were adopted by the Company on 1 August 2005
Information relating to financial instrurnents for perieds prior to.
31 July 2003 remains as reported under UK GAAP: ,1

* receipts and payments on interest rate instruments are recogr:ﬂsed
on an accruals basis over the life of the instruments; and

» foreign currency assets and liabilities covered by forward contracts
are translated at the contract rates of exchange. g

Dividends !
Dividends are recognised as a liability in the period in which they'
are declared, and in the case of the final dividend, approved by !
shareholders at the Annual General Meeting. :

Recent accounting developments
The following IFRS and IFRIC interpretation have been issued by |-
the tASB and are likely to affect future Annuat report and accounts

1
1
ol
|
*
i

1FRS 7 Financial Instruments: Disclosures’ was issued in August 20[]5
and is reguired to be implemented by the Company from 1 August
2007, This new standard incorporates the disclosure reqmrernents
of IAS 32, which it supersedes, and adds further quantitative and |/
qualitative disclosures in relation to financial instruments, and is |' .
not expected to have & material effect on the Group's disclosure%h

IFRIC 4 Determining whether an Arrangement contains a lease’ f;
was issued in December 2004 and is required to be implememe'd

by the Company from 1 August 2006. The interpretation requires
arrangements which may have the nature. but not the legal form, iof
a lease to be accounted for in accordance with 'IAS 17 Leases’. This
interpretation is nat expected to have a material impact on the Group.

Parent Company i t
The accounts of the parent company, Smiths Group plc, have been
prepared in accordance with UK GAAP. The Company accounts are
presented in separate financial staternents on pages 100 to 108,

The principal subsidiaries of the parent company are listed in thé,

above accounts. ‘

The ultimate parent company of the Group is Smiths Group ple, a
company incorporated in England, and listed on the London Stock
Exchange. :

Significant judgements, key assumptions and estimates '
An explanation of the significant judgements, key assumptions and
estimates used in producing this set of financial statements is set’

out in the Operating and Financial Review on page 21. th
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Notes to the accounts

1 Segment information
Analysis by business segment

For management purposes, the Group is organised inte four business segments - Aerospace, Detection, Medicat and Specialty Engineering.
These business segments are the basis on which the Group reports its primary segment information. For reporting purposes Specialty
Engineering is analysed into two segments: John Crane and Specialty - Othar.

Period ended 5 August 2004

Specialty Engineering

Specialty
Aervspace Detection Medical John Crane - Bther Total
£m £m Em Em £m Em
Revenue 1,299.7 4118 - 7370 518.4 Bb6.0  3,6229
Headline operating profit 152.4 76.5 137.5 9.4 84.0 519.8
Exceptional operating items 1.7 5.4 (17.2) 5.4 (6.6] (14.5)
Amortisation of acguired intangible asseis (3.9) (0.4) (11.2) (0.3) 1.1 (16.9)
Financing losses (1.0) (0.3) (0.8 (0.4) (0.5] (2.8
145.8 81.2 108.5 743 75.8 485.6
Impairment of financial assets (325.0)
Operating profit ) 160.6
Net finance costs (27.1)
Share of post-tax losses cof associated companies (1.1
Profit before taxation 132.4
Taxation (108.2)
Profit for the period 242
Year ended 31 Ju-lv 2005
Speaialty Engineenng
Specialty
Aerospace Detection Medical John Crane - Other Total
£m fm £m £m £m £m
Revenue 1,146.2 366.5 563.3 4632 4662 3.005.4
Headline operating profit 132.4 690 - 877 62.5 641 4157
Exceptional operating items (11.4) (26.3) 24 43 [28.0)
Amortisation of acquired intangible assets 1 - [4.8) (5.7)
Cperating profit 119.9 890 h78 649 0.4 3820
_Net finance costs ' [16.1]
Profit before taxation 3659
Taxation (94.1]
Profit for the year < 2718
The Group's revenue is analysed as follows:
Period ended Year ended
5 August 20056 31 Juby 2005
£m Em
Sale of goods 3,240.9 2.797.4
Construction contracts 218.0 160.0
Services 640 48.0
35229 30054
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Notes to the accounts contlnued

The following table provides information relating to depreciation, amortisation and other significant non-cash expenditures [excluding 1rnpa|rrn$ents]

included in the divisional operating costs above:

Period ended § August 2004

i
Year ended 31 July 2005

Other nen-cash

Gther i’n‘:n cash

Goodwill and expenses Elpenses
other asset lexctuding Goodwill lexctud:ng
Depreciation  Amortisation  impairments impairments]  Depreciation  Amortisation impairment  impairments}
£m £m £m £m £m Em £m ' £m
Aerospace 28.2 19.4 6.0 289 16.8 1.4 | 2.4
Detection 6.6 1.9 19 6.1 13 g 0.7
Medical 24.2 15.5 18 34 15.5 77 ‘| 15.2
Specialty Engineering: - i
John Crane 10.0 1.2 2.4 98 1.2 i, 10
Specialty - Other 10.2 1.6 2.6 114 0.7 1110
79.2 39.6 18 163 77 277 14 h203
The table above excludes £325m of impairment charges not allocated to divisions. 2
I i
Capital expenditure X
[Comprises additiqns of property, plant and equipment and intangible assets.) 7 i:
Period ended Year, ended
5 August 20056 31 Juty 2005
Em 0 Em
Aerospace 169.9 i i1 13.7
Detection 10.9 | 144
Medical 379 3‘I 8
Specialty Engineering: ‘
John Crane 171 1; 19
Specialty - Other 17.1 10.5
2529 E !182.3
Balance sheet ‘
2006 H 2005
£m I ! £€m
Assets ; ;
Aerospace 1,213.1 70
Delection 558.0 1 9269
Medical 885.8 1 978.0
Specialty Engineering: | )
John Crane 2654 2637
Specialty - Other 391.2 $3540
Operating assets by segment 3,3135 37299.6
Unallocated corporate assets* 33746 4;575.2
Cash and cash equivalents 120.6 " 60.9
Total assets 3771.7 3;:935.7
Liabilities L
Aerospace 4246 14255
Detection 1439 11186
Medical 120.0 11139.4
Specialty Engineering: X
John Crane 141.2 1411
Specialty - Other 1170 t 915
Operating liabilities by segment 946.7 : J16.1
Unaltocated corporate liabilities* 4148 v DAA T
Borrowings 10473 19917
Total liabilities 24088 216519

*Unallocated corporate assets and liabitities comprise assets and liabilities not directly attributable to the operating activities.
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I

1 Segment information continued
Analysis by geographical location

The Group's revenue by destination is shown below:
Period ended

Year ended

S August 2006 31 July 2005

7 £m tm

United Kingdom 330.5 3100
North America 2,062.4 1,699.2
Europe : 617.7 5314
Other overseas ' . 512.3 4648
3,522.9 3.005.4

The following analysis shows the carrying amounts of the Group’s assets, and additions to intangibie assets and property. plant and equipment.

Additions to intangible

Segrnent Segment assets and property,
assels assels plant and equiprment

Period ended Year ended
2006 2005 SAugust2006 34 july 2003 i
£m Em £m £m :
United Kingdom ' 831.3 9999 68.5 489 ‘
North America 2,0962 22368 164.1 110.5
. Europe . 568.3 5123 1.4 142
Other overseas 155.3 125.8 8.9 8.7
. 3,651.1 38748 2529 © 1823
Cash and cash equivalents 120.4 60.9
377.7 39357 2529 182.3
2 Operating profit is after charging
Q Period ended Year ended
5 August 2006 31 July 2005
£m Em
Employee costs [note 10) 1,094.0 9719
Depreciation of preperty, plant and equipment lincluding impairment in 2006: £1.8m) 81.0 ni
Amortisation of intangible assets 1396 277
Impairment of goodwilt ) 1.4
Impairment losses recognised in the period on receivables 1.2 14
Research and development expense 108.4 101.0
Operating leases
- land and buildings 222 219
- other ' 88 8.1
Fair value movements an derivatives ’ .
- embedded 34
- held for trading . 3 (0.8]
Amounts paid to PricewaterhouseCoopers:
Audit fees (including £0.1m (2005: £0.1m] for Parent Companyl 4.7 4.2
Audit related services . ' 0.5 08
Qther assurance services
- due diligence 09
- vendor assistance : ‘ ' 0.1
" - other 03 0.4
Taxation
- compliance services 0.4 0.3
- advisory services 0.3 0.5
Qthear fees 0. 0.1
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3 Headline profit measures
The Company seeks to present a measure of undertying periormance which is not impacted by excepnonal items or items considered

Normal restructuring costs are charged against profits.

The following iterns have been excluded from the headline measure:

i
|
li
!
|
i

gf

' i
non-operational in nature. This measure of profit is described as "headline” and is used by management to measure and monitor perforrn:ance.
i
¥
I

» exceptional items including impairments (note 4);

» amortisation of intangible assets acquired in a business combination - the amortisation charge is a non-cash item, and the direclors believe

that it should be added back to give a clearer picture of underlying perfermance; and

|

» other financing gains and losses - these represent the results of derivatives and other financial instruments which do not fall to be hedge
accounted under IAS 3% and do not form part of the Group's financing strategy. These items are included either within operating profit or:
profit before taxation depending on the nature of the transaction. The applicaticn of IFRS accounting principles makes this item potentlally

volatite, and it is therefore excluded to gNe a clearer picture of the underlying performance.

4 Exceptional operating items
tems which are material either because of their size or their nature, and which are non-recurring, are presented within their relevant

1

I
i|

consolidated incomne staterment category, but highlighted separately within the line ‘exceptional cperating items’. The separate reperting of
exceptional iterns helps provide a better picture of the Company’s underlying performance. kerns which may be included within the exceptlonal

category include:

+ profits/|losses] on disposal of businesses; ¢ ’
= spend on the integration of significant aequisitions; and

= significant goodwill or other asset impairments.

An analysis of the items presented as exceptional in these financial statements is given below:

Peried ended Year ended

5 August 2006 3 July 2005

Em | i fm

Integration of acquisitions 18.7] Ii (10.4]

Patent dispute settlement ’ .. 11 [14.9]
Class action settlement (12.2) tl ‘

Profit on disposal of businesses {note 29) 16.4 o, 87

Impairment of goodwill it.4l

{14.5] (28.0)

Period ended August 2006
Restructuring costs in connaction with the integration of Medex amounting to £38.7m (2005: £10.4m] have been incurred in the period.

Along with three other companies, Titeflex Corporation, a US subsud|ary has settled an industry-wide class action with respect to its corrugated
stainless steel tubing product in the US. The settlement is a compromise of disputed claims and does not imply any admission of liability. The
company stands by the safety of this product, and has enterad into this agreement solely to avoid the future expense, disruption and burden of
protracted litigation. The exceptional charge of £12.2m covers all legal fees and administrative costs, and an estimate for a contribution tol,

certain homeowners towards remedial costs connected with the tubing.

Profit on disposal of businesses includes £11.2m relating to the release of provisions and accruals made in respect of prior-year disposals, the

‘warranties and attendant issues for which they weare created having been satisfactorily resolved.

Year ended 31 July 2005
£14.9m was charged to exceplional operating itemns in respect of @ patent dispute relating to the Cozmonitor insutin pump. ™

Profit on disposal of businesses of £8.7m included a total of £12.1rm arising from settlement and curtailment gains in respect of pension | and
other retirement benefits, In addition, two small product | ines with a net asset value of £2.6m were sold during 2005 for net cash proceeds of

£0.59m. This gave rise to a loss of £3.4m after provisions in the year ended 31 July 2C05.

£11.4m was charged to exceptlonal operating items in relation to the impairment of goodwill in respect of an Aerospace business acqun‘ed

in 2000.
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5 Net finance costs

Period ended

Year ended

5 August 2006 31 July 2005
£€m fm
Interest receivable 4.2 15.0
Interest payable
- bank loans and overdrafts repayabte within five years (29.8) 111.1]
- other {oans repayable within {ive years (1.9 (7.7
- other loans repayable in more than five years (26.7) [19.4)
Interest payable (58.4) (38.2)
Other financing gains
- fair value gain on debt a1
- fair value losses on fair value hedge 31
- net foreign exchange gains (0.5) (4.2)
Other financing gains {0.5 (4.2}
Retirement benefits
- return on plan assets 185.7 170.5
- interest cost (158.1] [159.2)
Retirement benefits 276 1.3
Net finance costs ’ (27.1) (161
& Taxation
Period ended Year ended
5 August 20046 31 Juty 2005
Em Em
The taxation charge for the year comprises
- current income taxation 935 101.2
- deferred taxation 14.7 (7.11
Total taxation expense in the income staternent 108.2 94,1
Current income taxation
- UK corporation tax (7.4)
- foreign tax 93.5 108.4
93.5 101.2

Reconciliation of the total tax charge

The tax expense or the profit for the year is different from the standard rate of corporation tax in the UK of 30% (2005: 30%). The difference is

reconciled as follows:

Period ended Year ended
5 August 2006 31 July 2005
£m Em
Profit before tax 1324 365.9
Notional taxation expense at UK rate of 30% (2005: 30%) 39.7 109.8
Effect of overseas taxation i9.2) 14
LLocal incentives {151 - [15.2)
Impairment of financial asset 97.5
Tax effect of other non-headline items 7.5 {1.3)
Other 28 (0.6)
Total taxation expense in the income statement 108.2 941
Cornprising
- taxation on headline profit 126.0 106.8
- tax relief on non-headline loss (17.8 (12.7.
108.2 4.1
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& Taxation continued

] f
1
i

h.

Period ended \‘ear ended
5 August 2004 3 July 2005
£m I £m

Tax on items charged to equity |

Curvent tax chargeflcredit] en exchange movermnents oifset in reserves |
- exchange gains I (5.9]

Deferred \ax charge/(credit) ! '
- retirement benefit schames 240 1 (11.8]
- share based payment 26 160

- derivatives 7.4 ‘ ,
%9 {278

il

Deferred Taxation ! '

Excess tax il

depreciation Retirernent Capitalised |

onfixed assets  Share based benefit  development A
and goodwill payments obligations expenditure Qther H Total
Em Em Em €m £ “ . tm
ALY August 2004 ' (585) 44 852 (219 549 i]'e4l
(Chargel/credit to income staterment (2.0) 19 (9.0] (11.7] 279 “' 7.1
Credit to equity 16.0 118 278
Other 1720 10172
Disposals . (4.1) cola)
Acquisitions 153 153
Exchange adjustments (1.6] , 30 35 1, 49
At 1 August 2005 ' (62.1) 23 86.9 (33.6) gt | 979
Deferred tax assets . (61.1] 223 86.9 1336) 1033 /1178
Deferred tax liabilities (1.0 1891 -[i119.9]
At 1 August 2005 (62.1] 2.3 86.9 (33.6) 84k 1 979
(Chargel/credit to income staternent 10.8 4.8 {25.9) 19.9 (24.7] 1" 114.7)
Charge to equity (2.6) {24.0 (74] (340
Other e i 08
Exchange adjustmenis 5.4 (4.7) 1.9 84l .1 (58
At'5 August 2006 (45.9) 245 32.7 (11.8) 431 a26
Deferred tax assets - ‘ (41.3] 55.2 (1.4) 798 ’ 923
Deferred tax liabilities (4.6) 245 (22.5] (10.4) (36.7) 1 h149.7)
At 5 August 2006 (45.9) 245 327 (11.8) 43.1 * ' 426

Included in other above is a deferred tax liability of £10m relating to unremitted overseas earnings. No additionat tax liabilities have been!| '
recognised because the Group is in @ position to control the timing of other temporary differences and it is probable that such dlfference5|

will not reverse in the future,

The Group has not recognised deferred tax assets of £205m [2005: £186m| relating to tax losses, due to uncertainty as to their recoverablllty
The Group's capital losses and other temporary differences have no expiry date restrictions. The expiry date of operating losses carried forward
is dependent upan the tax law of the various territories in which the losses arise. A summary cf expiry dates for losses in respect of which-

restrictions apply is set out below.

Restricted Losses

2004 Ex;nry of
£m g \ losses
Territory ' !
- Americas 260 2018 I— 2025
- Burope 42 20142024
Total restricted losses 30.2 l l
Unrestricted losses: I
- operating losses 282 No' expiry
- capital losses 128.4 No expnry
- other 18.4 No  expiry
Total unrestricted losses 175.0 o

Total

205.2
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7 Dividends

The foltowing dividends were declared and paid in the period:
Period ended Year ended
3 August 2006 31 Juty 2005
£m tm
Ordinary final dividend of 19.75p for 2005 (2004: 18.25p] paid 18 November 2005 1.3 102.5
Ordinary interim dividend of 9.85p for 2006 (2005: 9.25p! paid 21 April 2006 - 55.7 52.0
167.0 154.5

The final dividend for the period ended 5 August 2004 of 21.5g per share was declared by the Board on 27 Septernber 2004 and will be paid to
shareholders on 24 Novernber 2006. This dividend has not been included as a liability in these accounts and is payable to all shareholders on

the register of Members at close of business on 3 Novernber 2006.

8 Earnings per share

Basic earnings per share are calculated by dividing the profit for the period attributable 10 equity shareholders of the Parent Company by the

average number of ordinary shares it issue during the period.

Period ended Year endec

5 August 2004 31 July 2005

Em Em

Profit for the period 24.2 28

Aver.age number of shares in issue during the period

565,359,484 542445323

Diluted earnings per share are calculated by dividing the profit attributable to ordinary shareholders by 569,733,560 [2005: 563,667,777) ordinary
shares, being the average number of ordinary shares in issue during the period adjusted by the dilutive effect of share aptions.

A reconciliation of basic earnings per share and headline earnings per share is as follows:

Period ended 5 August 2004 Year ended 31 July 2005
EPS EPS
£m Ipl Em 1]
Profit attributable to equity shareholders of the Parent Company 24,2 43 Zns 483
Exclude
- integration of acquisitions 18.7 10.4
- disposal of businesses (16.4) (8.7)
- patent dispute settlement 149
- class action settlement 122
- impairment of goodwill M4
- amartisation of acquired intangible assets 16.9 5.7
- financing losses — charged to administrative expenses 2.8
- charged to financing 0.5 42
- impairment of financial asset 325.0
359.7 379
- less tax (17.9) {12.7)
KTARY 40.5 25.2 4.5
Headline ’ 366.1 64.8 297.0 528
Headline EPS - diluted [p) 64.3 527
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9 Post-retirement benefits I
Smiths operates a number of defined benefit plans throughout the world. The principal schemes are in the United Kingdom and in the Umted
States and are of the defined benefit type, with assets held in separate trustee-administered funds. g

Pension costs are assessed in accordance with the advice of independent, pmfessmnalty qualified actuaries. The Group accounts for its pensmn
and other post-retirernent benefit costs, principally post-retirement healthcare, in accordance with 1AS 19 Employee Benefits'. The most recent
actuarial valuations of the two principal UK schemes were performed using the Projected Unit Method as at 31 March 2006. The most recent
valuations of the & principal US pension and post-retirement healthcare plans were performed at 1 January 2005. These valuations have been
updated by independent qualified actuartes for the purposes of IAS 19 in order to assess the lighilities of the schemes as at 5 August 2004
Scheme assets are stated at their market values at 5 August 2006.

Contributions to these schermes are made on the advice of the actuaries with the objective that the benefits be fully funded during the scHerne
members average working lives. '
1

The Group provides a defined contribution (401K) plan for its US employees.

I

1

The disclosures relate to all defined benefit retirernent plans in the United Kingdom and the United States. There are also abbreviated
disclosures for ather countries. Defined benefit plans in other territories which are not covered under this disclosure (on grounds of |
immateriality], most of which are unfunded, have net pension liabilities of £7.5m [2005: £7.1m]. These are reported within other creditors. |
E

1

[

|

UK and USA
The principal assumptions used in updating the valuations are set out below: ;
2006 h

2005

UK us UK oS

Rate of increase in salaries 8% 38% 4% 3.75%
Rate of increase in pensicns in payment 2.7% nfa 2.5% ;' nfa
Rate of increase in deferred pensions ’ 28% nfa 2.4% ;! nfa
Discount rate ' 5.3% 6.2% 5.0% 5.50%
Inflation rate 28% 2.8% 2.4% 2.75%
Healthcare cost increases 5.0% * 5.0% o]

*9% p.a. reducing 1% p.a. to 5% in 2011 i i
**9% p.a. reducing 1% p.a. to 5% in 2010 H

The assumptions used are estimates chosen from a range of possible actuarial assumptions which, due to the timescale covered, may not'
necessarily occur in practice. : !

The mortality assumptions used in the UK schemes are based on the recent actual mortahty experience of members within each schemeland
the assumptions also allow for future mortatity improvernents. The assumptions are that a member who ratires in 2013 at age 45 witl llve on
average for a further 21 years after retirement if they are male and for a further 24 years after retirement if they are femate. . '

The mortality table used for the US retirement plans is based on the most recent martality study produced for retired pensiongrs in the US
[the RP 2000 table]. The table selected allows for future mortality improvements and applies an adjustment for job classification {blue versus
white collar]. If a participant retires in 2013 at age 63, it is expected that they will live 1% years if male, and 21 years if female, '

i

The assets in the schemne and the expected rates of return as at 5 August 2006 were: i

2006 1], 2005
UK schemes US schemes UK schemes us ‘s]chemes
Long-term Value Long-term Value Long-term Value Long-term hi Value

rate of return £m  rateof return Em  rate of retumn Em  rate of return f I
Equities 8.0% 1513.2 8.8% 2123 8.0% 13250 8.8% 21 5.2
Government bonds 4.9% 7202 5.1% 76.2 4.7% 6732 45% n .7
Corporate bonds 5.3% 2487 6.2% 421 5.0% 2945 55% 273
Property 7.0% 162.1 n/a nfa 7.0% 1319 n/a | n/a
Other 4.8% 126.8 5.0% 22 4.8% 1233 3.0% b 297
Total market value 2,770.4 3328 25489 | 3&3 ?
. Present value of funded pension scheme liabilities (2,630.1) (394.3] [2,529.1] \[467 2
Surplus/(deficit) 140.3 161.5) 178 1[123.31
Unfunded pension plans : (31.9) (4.3 (31.8) i 167
Post-retirement healthcare (17.0) (64.5) (17.9] '|176.7]
Net pensicn asset/|liabitity] N4 1130.3) < (31.9] 1204.7)

The scheme assets do not include any of the Group’s own financial instruments, nor any property occupied by, nor other assets used by, t:f;‘le
Group. The expected rates of return cn individual categories of scheme assets are determined by reference to relevant industries. The overall
rate of return is calculated by weighting the individual rates in accordance with the anticipated balance in the schame’s investrment portfotios.

uf
I




.1
Smiths Group plc Annual reporl and accounts 2006
Notes to the accounts continued

9 Post-retirement benefits continued
The effect of retirement benefits calculated in accordance with IAS 19 is included in the financial statements as follows:

Amounts recognised in the income statement

Period ended § August 2004 ' ) Year ended 31 July 2005
Unfunded Unfunded
_pension/ pension/
post- post-
retirement retirement
Funded defined benefit healthcare Funded defined benefit healthcare
pension schemes plans pension schames plans
UK us UKA&US . UK us UK & US
£m £m £m Em £m £m
Amounts charged to operating profit
Current service cost 33.9 17.5 2.7 22.7 11.9 25
Past service cost 0.2 0.1 0.5 0.4
Settlernent gains on disposal of '
Polymer Sealing Solutions 6.3
Curtailment gains on other disposals (1.3] (4.5]
Total operating charge/lcradit] 34.1 17.6 2.7 16.4 1.1 (1.6)
Amounts [credited)/charged to other finance charges A
Expected return on pension scheme assets (1561.5) (23.9) (148.6) (21.9]
Interest on pension scheme Liabilities 124.5 258 6.9 1293 228 VA
Net return (37.0) 19 b9 193 09 7.1
Total charged/[credited) to income statement (2.9] 19.5 9.6 2.9) 12.0 5.5

The actual return on scheme assets was £261.9m (2005: £413.1m).

The operating cost is charged as follows:
Period ended Year ended
5 August 2006 3 July 2005

£m £m
Cost of sales 248 230
Sales and distribution costs 8.9 4.8
Administrative expenses 22.7 10.2

Actuarial gains of £95.9m (2005: losses of £23.4m) have been reported in the statement of recognised income and expense. Cumulative
actuarial gains from 1 August 2004 reported in the staternent of recognised income and expense are £72.5m (2004 losses of £23.4m).

Amounts recognised in the balance sheet

2005 2005

Uniunded Untunded

pension/ pensian/

post- post-

retirement - retirement

Funded defined benefit healthcare Funded defined benefiit healthcare

pension schemes plans pension schemes plans

UK us UK & US UK us UK & US

£m £m £m £m Em £m
Present value of funded obligations (2,630.1) (394.3) 12,529.1) [447.2)
Fair value of scheme assets 2,770.4 3328 - 25469 3439
’ 1403 {61.5) 17.8 (1233

Present value of unfunded obligations (17.7) : (1311

Net asset/(liabilityl recognised in the balance shest 140.3 6151 (117.7) 17.8 (123.3] (1311
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Changes in present value of defined benefit obligations
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2006 L 0
Untunded Unfunded
pension/ ‘pension/
post- b post-
retirement retirement
Funded defined benefit healthcare Funded defined benefit healthcare
pension schemes plans pension schemes ' ' plans
UK us UK & US UK us UK & US
£m £m £m £m £m Il £m
At T August {2,529.1) (447.2) (131.1) (23200 {366.1] 119.2)
Current service cost (33.9) (17.5) 2.7 (22.7] (1.9 125
Interest on obligations {124.5) (25.8) 69 (1293 (228 (7]
Employee contributions (2.5) (10.5] :
Past service cost (0.2) (0.1) : 05 (04
Actuarial (lossl/gain on liabilities (57.0) 65.6 108 (191.01 (6551 1 (98
Curtailment gain 1.3 .45
Liabilities extinguished on settlements 320 .
Exchange adjusiments 0.2 34.1 5.8 0.1 (168 . (2.8)
Benefits paid 116.9 16.5 b4 1125 15.1 82
At 5 August/31 July {2,630.1) (394.3) (M7.71  (2529.1] [467.2} ;lj13‘i_1]
Changes in present value of scheme assets I *
2006 "o2005
Unfunded Unfunded
. pension/ \pension/
post- Tl post-
retirement retirement
Funded defined benefit healthcare Funded defined benefit heslthcare
pension schemes plans pension schemes ‘ [ plans
UK us UK & US UK us UK&US
£m £m £m Em £m _‘; £m
At 1 August 25469 3439 22605 2957
Expected return on assets 161.5 239 148.6 219 !
Actuarial gains on scheme assets 77.1 (0.6) 2252 177
Contributions by employer 99.5 101 b.4 402 .9 62
Contributions by scheme participants 25 10.5 It
Assets distributed on settlements (25.7) :r *
Exchange adjustments 0.2 (27.91 0.1 s !
Benefits paid (116.9] (16.6] (6.4) (1125 (15.1) - (62)
At 5 August/31 July 2,770.4 3328 25469 3439 i

Cash contributions

Company contributians to the funded defined benefit pension plans for 2006 totalled £10%.4m [2005: £52.1m) and included a £61m special'
contribution to the Smiths Industries Pension Scheme. Cash payments in 2007 will be about £50m.

1

!
i
;
!
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9 Post-retirement benefits continued
History of schemes
The history of the schemes for the current and prior year is as follows:

2006 2005
£m £m

Balance sheet i

Present value of defined benefit abligation 3.142.1) (31274}

Fair value of scherne assets 3,103.2 2.890.8

Deficit (38.9) [236.6]

Period ended Year ended
5 August 2006 33 July 2005

£m £m
Experience gains/{losses)
Experignce losses on scheme tiabilities 19.4 (246.3]
Experience gains on scheme assets . 76.5 2429
The Group has early adopted the amendments to 'IAS 19 Ernployee Benefits
"A one percentage point change in assumed healthcare cost trend rates would have the following effects:
- . One One
percentage percentage
point point
increase decrease
£m £m
Effect on the aggregate of service cost and interest cost ’ 08 (0.7
Effect on defined benrefit obligations . 9.6 (8.0)

Other countries
The disclosures for other countries are reduced reflecting the materiality of the Company’s obligations relative to those in the UK and USA.

The total charged ta the income staterment was £1.7m (2005: £1.7m). Of this, £1.1m (2005: £1.7m) was recorded as an operating charge and
£0.6m (2009: £nill as a finance charge,

Actuarial losses of £1.4m [2005: n/a) have been reported in the statement of recognised income and expense. Cumulative actuarial losses
from 1 August 2004 are also £1.4m.

The amount recognised on the balance sheet was a ligbility of £13.2m [2005: £11.3m). This includes £4.1m [2005: £3.2m] in relation to funded
schemes.

Defined contribution plans
The Group operates a number of defined contribution plans. The total expense recognised in the income statement in respect of these plans
was £16.9m [2005: £12.8m].

Balance sheet reconciliation
At 5 August 2006, the net UK funded pension surplus of £140.3rm [2005: £17.8m), represented individual plan surpluses of £183.7m (2005: £134.6m]
and deficits of £43.4m (2005: £116.8m).

The balance sheet recards the retirernent assets and obligations as follows:

2006 2005

£m £m

UK surplus 140.3 17.8

US deficit 61.5) {123.3]

Unfunded . 117.7) (131.1]

Other countries* 13.2)

152.1) (236.6] -

Post-retirement assets - ) 183.7 1346

Post-retirement liabilities [235.8) {3712}

(52.1) (236.6]

*In 2005, post-retirement obligations outside the UK and US [£11,3m] were reported as other creditors,
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10 Employees
Period ended Year ended
S August 2006 31 Juty 2005
: £m ! : Em
Staff costs during the period | '
Wages and salaries 910.2 8249
Social security 95.1 il lazs
Share-based payment [note 30} . 16.3 il 6.3
Pension costs [including defined contribution schemes) [note 9) 72.4 5| 54.9
1,094.0 ,?71 9
The average number of persons employed was: {!
Period ended Year ended
SAugust 2006 31 July 2005
* Em I}, €m
Aerospace 10,891 10.291
Detection 1909 {1906
Medical 7,413 - 6,041
Specialty Engingering: I
Technology Group 5158 - !{;,243
John Crane Group 5953 16,028
31,324 :28_.509

Details of directors’ remuneration are given on pages 40 to 47
Key management

! '

The key management of the Group comprises Smiths Group ple Board directors and Group Managing Directors who are not Board members

during the year and their aggregate compensation is shown below. Details of directors’ remuneration are contained in the report of the 5

Remuneration Committee on pages 40 to 47.

Period ended Year ended
5August 2006 31 by 2005
e i em

Key management compensation ; !
Salaries and short-term employee benefits 65 i 74
Cost of post-retirement benefits 1.4 15
Cost of share-based incentive plans 4.7 H. 5.8

No member of key management had any material interest during the period in 3 contract of S|gn|f|cance [other than a service contract or, a|
quatifying third party indemnity pravision] with the Company or any of its subsidiaries. Options and awards held at the end of the period byF

key management in respect of the Company's share-based incantive plans were:

Period ended 5 August 2004 Year ended 31 Jily 2005

* Number of Weighted Number of WE|ghled
instruments  average price instruments average price

'000 . ‘000 Y

CIP 333 £0.000 l
Bss - 274 €0.001 345 EU 001
ESOS 2,021 £7.096 2,688 _E7 334
PSP 904  £0.000 484 €0.000
SAYE N €5.966 15 €5884
T190 ESOS 153  £10.759 230 £10.236
T199 ESOS 123 £9.072

|
|
|
|
|
]

1

i
|
f
#
|
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11 Intangible assets

Acquired
Development intangibles**
Goadwill costs [see below} Other Total
Em Em T Em Em £m
Cost
At 1 August 2004 856.0 130.4 5.4 10383
Adjustments to prior year acquisitions 1.2 ) 1.2
Exchange adjustments 92.7 g8 10.3 2.9 747
Business combinations 386.2 1253 5115
Additions at cost 59.5 229 82.4
At 31 July 2005 1,2946.1 198.7 13546 782 1,708.4
Adjustments to prior year acquisitions (1.9] 19
Exchange adjustments (83.2) (13.4) 1.7 (4.3] (114.8)
Transfers 0.4 7.7 7.5
Business combinations 306 133 439
Additions at cost 108.2 335 141.7
At 5 August 2006 12416 . 2937 1391 112.5 1,786.9
Amortisation®
At 1 August 2004 127.8 138 398 181.4
. Exchange adjustments &3 07 1.4 b.4
Charge for the year 125 5.7 95 277
Impairment losses 1.4 11.4
At 31 July 2005 i 1435 27.0 5.7 50.7 . 2269
Exchange adjustments [9.8] .2) (2.4) (3.1) (16.5)
Transfers 6.3 63
Charge for the period 13.7 169 90 396
At 5 August 2006 133.7 395 20.2 629 256.3
Net book value at 5 August 2006 1,107.9 254.2 118.9 49.6 1,530.4
Net book value at 1 August 2005 1152.6 1717 129.9 275 1,481.7
Net book value at | August 2004 7282 116.6 12.6 857.4
*Amortisation is included in cost of sales/administrative expenses in the income statement.
**In addition to goodwill, the acquired intangible assets comprise:
Patents, licences Customer
and trademarks Technology  relationships Total
Em £m £m Em
Cost
Al 1 August 2004
Exchange adjustments 14 £9 20 i0.3
Business combinations 38.2 54.3 328 125.3
At 31 July 2005 41.6 59.2 348 135.6
Adjustments to prior year acquisitions 1.9 1.9
Exchange adjustments (3.2) (5.01 (3.5] (11.7]
Business combinations [see nate 28) 0.5 4.4 8.4 i33
At 5 August 2006 38.9 58.6 41.6 1391
Amortisation
At 1 August 2004
Charge for the year 08 1.8 31 5.7
At 31 July 2005 08 18 31 5.7
Exchange adjustments .21 0.5 .7 [2.4])
Charge for the period 28 5.6 8.5 15.9
At 5 August 2004 3.4 6.9 9.9 20.2
Net book value at 5 August 2006 35.5 51.7 31.7 118.9
Net book value at 1 August 2005 408 574 31.7 129.9

The 2005 impairment charge of £11.4m in relation to the Aerospace business was calculated using value in use. The value in use caleulation
determined the net preseni value of the projected risk-adjusted, post-tax cash-flows of the cash generating unit, applying a discount rate of
the Group's post-tax weighted average cost of capital of 8%. This approximates to applying a pre-tax discount rate to pre-tax cash-flows. This

charge was reflected in operating profit for the Aerospace division.
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11 Intangible assets continued v
Significant cash generating units |
Goodwill is not amertised but is tested for impairment at least annually. Value in use calculations are utilised to determine the recoverable amount
of goadwill held within each cash generating unit [CGU). Value in use is calculated as the net present vatue of the projected risk-adjusted post tax
cash-flows of the CGU in which the goodwill is contained, applying a discount rate of the Group’s post-tax weighted average cast of capnal of
8%. This approximates to applying a pre-tax discount rate to pre-tax cash-flows. These forecast cash-flows are based on approved budgets

and represent a best estimate of future performance. T

Goodwill held in the Smiths Medical Critical Care and Imaging Systams CGUs, comprising £302.5m and £215.6m at net book value respectively,
are considered significant in comparison to the total carrying vatue of goodwill at 9 August 2006. The following key assumptions were used jn
the discounted cash-flow projections for the Smiths Medical Critical Care and Heimann CGUs: F|

.

» growth rates of 2% have been used for the Smiths Medical Critical Care and Imaging Systerns CGUs to extrapolate beyond the most recent
forecasts representing a view of the long-term average growth rates for the industries in which the businesses operate. The growth ratesI
used to estimate future performance beyond the periods covered by our annual planning and strategic planning precesses do not exceed
the long-term average growih rates for similar projects and do not reflect long-term planning assumptions used by the Group for i |nvestment

planning; and ¥

|
« in addition to discount rates and long-term growth rates, the key assumptions used to determine the recoverable amounts of the Smlths\
Medical Critical Care and Imaging Systems CGUs include future sales prices and volumes [with reference to specific customer relauonsl]eps
and product lines|, eperating margins, the cost structure of each CGU and the ability to realise planned productivity improverments. :J

The growth rates and margins used in the discounted cash-flow forecasts are based on past performance and historical growth rates and
margins achievable in cur key markets as a guide. I

Sensitivity analysis performed around the base case assumptions has indicated that no reasonably possible changes in key assumptians would
cause the carrying amount of the Smiths Medical Critical Care and Imaging Systems CGUs to exceed their respective recoverable amount,, -
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12 Property, plant and equipment

Fixtures,
. fittings,
Land and Ptant and tools and
buildings machinery equipment Total
Em £m fm Em
Cost or valuation
At 1 August 2004 235.2 542.9 3335 11118
Exchange adjustments 7.4 8.4 83 341
Additions 124 630 24.5 99
Acquisitions 15.8 357 4.6 58.1
Disposals {13.3] (27.4) (30.7] (71.4)
Business disposals {33 (0.4) (3.7)
At 31 July 2005 2575 429.3 3418 12284
Transfers ) (7.5 17.5)
Exchange adjustments (10.4) (33.8] 1i2.9) i57.1)
Additions 78 729 305 11.2
Acquisitions 02 1.1 0.3 1.6
Disposals [6.8) (9.7) (11.1) (27.6)
Business disposals [3.2) (6.8) (3.8) [13.8)
At 5 August 2006 2451 6530 3373 1,235.4
Depreciation .
At 1 August 2004 757 3755 . 2490 700.2
Exchange adjustments 2.4 10.4 4.1 18.9
Charge for the year 9.3 361 263 .7
Disposals (7.3) (26.5) (28.6) (62.4]
Business disposals (2.3) {0.3) [2.6]
Ai 31 July 2005 80.3 3932 2525 7258
Transfers {6.3] [6.3)
Exchange adjustrments (4.1] (20.1] (10.9) (35.1)
Charge for the period 49 458 285 792
impairment charge 0.5 1.0 0.3 1.8
Disposats (2.3 (8.2) (9.3) (19.8)
Business disposals (0.8) (4.7 [2.5] (8.0)
At S August 2006 783 407.0 2523 7376
Net book value at $ August 2006 166.8 246.0 85.0 497.8
Net book value at 1 August 2005 177.4 236.1 8%.3 5028
Net book value at 1 August 2004 159.5 167.4 845 A4

The impairment charge of £1.8m for the period ended 5 August 2006 is for the impairment of property, plant and equipment in respect of the

closure of the manufacturing facility in Hythe, Kent.

2006 2005
fm £m
Capitat expenditure commitments - contracted but not provided for 23.6 212
13 Investment accounted for using the equity method
Em
Investments in associated companies
At 1 August 2005
Acquisitions 138
Other movernents N 2.3
Share of results after tax 1.11
Foreign exchange adjustment (1.0)
At 5 August 2006 14.0
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13 Investment accounted for using the equity method continued ' i

Period ended
5 August 2005
o fm

Group share of results of associated companies l1
Revenue 11237
Operating costs and other income 5 (24.0]
Profit before taxation _ ” {0 3)
Taxation _ : l[l 8)
Share of post-tax earnings from associated companies ; g L

Additions during 2006 comprised the Group’s 43% interest in Cross Match Technologies, Inc, wh|ch was acquired in exchange for the Group’s
interest in Heimann Biometric Systems GmbH (see note 29). [+

Net assets and liabilities of associated companies |

o
Non-current assets . ' {42.9
Current assets 1325
Total assets f ;."75.1‘
Non-current liabilities L2l
Current liabilities 1113.6]
Total liabitities . {(17.8)
Net assets ' 5976

The above tabte principally represents the assets and liabilities of Cross Mateh Technologies, Inc. The Group share of those assets and llabll:tles
attributable to Smiths Group is 43%.

; |
N i
14 Non-current financial assets _ ; |

2006 i 2005
4 £m ‘| Em
Tl Autornative Limited preference shares 'E
- at 1 August 2005 325.0 3250
- impairment charged in period - (325.0) I
Other trade investments . 08 1135
0.8 328 5

Tl Automotive Limited preference shares arose from the demerger of the former Autornctive Systems division from the Group and are held'
at cost. They carry a fixed cumulative preference dividend at the rate of 15% per annum. One-third of the dividend is payable on 25 July each
year, subject to certain financial conditions having been met. To date, these conditions have not been met, and no dividends have been paid.! |
The preference shares are redeemable, together with unpaid dividends, iollowing full repayment of the outstanding liabilities of Tl Automotrve
Limited under its bank facilities. No dividend accrual has been recognised as at 5 August 2006. §

Recognising continued deterioration in the automotive markeat, particularly in the US, an impairment review of the preference share investrnent
in.TI Automotive has been undertaken, as required by IAS 39. [

The preference shares have nat yet borne any dividends and it is considered unlikely that dividends will be paid in the foreseeabile future, b
Similarly there is no current prospect of the preference share interest being redeemed. The directors have also considered the possibility that
cash flows could accrue from the investrnent in Tl Automotive in the event that the enterprise is sold; such a sale is not currently consudered

sufficiently probable to take into account any cash flows which could accrue in such an event.

‘ 1

. "
As a result, the directors have decided to write down the carrying value of the investrent in the Tl Autamotive preference shares from £325m
to nil value in these accounts. {f

The Comnpany alse halds 19.99% of the issued ordinary share capital of Tl Automotive Limited. The shares confer 19.99% of the voting rights',&_
attaching to ordinary shares, and additionally confer the right to appoint the Chairman and to benefit from compulsory transfer provisions |}
which oblige the other shareholders to sell their shares te a purchaser making an offer accepted by Smiths subject to certain conditions. |
The ordinary shares are recorded at nil value in these accounts. "

1
!
N

|

I
»
18
I
i

1
'
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15 Inventories

2004 2005
£m Em

Inventories comprise
Raw materials and consumables 164.7 161.3
Work in progress 196.3 190.6
Finished goods 2188 2344
579.8 586.3
Less: payments on account {21.4) (22.1]
558.4 564.2

The Group consumed £2,348.3m (2005: £2,038.1m) of inventories during the period. £19.0m (2005: £4.5m] was recognised as an expense
resulting from the write down of inventory and £5.8m (2005: nil] reteased to the income statement from inventory provisions charged in earlier
years but no longer required.

146 Trade and other receivables .
2006 2005
tm £m
Non-current
Trade recewables - 98 7.2
Prepayments and accrued income 1.8 23
Other debtors 9.2 15.2
16.8 247
Current
Long-term contract balances 126.2 100.5
Less: attributable progress payments ' (120.5) {84.9)
Amounts due from custermers for contract work 57 15.6
Trade receivables : 657.3 £52.9
Other debtars 9.5 12.1
Prepayments and accrued income 51.9 399
7244 7205

Trade receivables do not carry-interest and are stated at their nominal value after deducting provisions for bad and doubtful debis of £16.3m
(2005: £17.2m). The provision for bad and doubtful debts is basec on specific risk assessment and reference to past default experience. The
Group has no significant concentration of credit risk, with exposure spread over a large number of customers. Management considers the
carrying value of trade and other receivables approximates the fair vatue,

17 Cash and cash equivalents

2006 2005

Em m

Cash at bank and in hand (including impact of cash pooling gross up: £83.6m) 1023 51.1
Short-term deposits 18.3 98
Cash and cash equivalents per balance sheet _ 120.6 60.9
Bank overdrafts 17M.7 149.0)
Cash and cash equivalents 51.1] 19

Cash and cash equivalents include highly liquid investments with maturities of three months or less. £10.7m of the Company’s cash and cash
equivalents are held as collateral for unfunded pension liabilities {see note 23 - Contingent liabilities and commitrents).
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18 Trade and other payables
. 2004

1

}
I
+
i

}

2005

£m ; Em

Non-current f,
Other creditors 148 11332

Current : {
Trade creditors . 252.2 12147
Bills, of exchange payable 33 27
Other creditors - 63.0 ld‘? 9
Other taxation and social security costs 230 123.7
Accruals and deferred income 358.0 '393.6
6995  ‘4BL6

19 Borrowings and net debt

This note sets out the calculation of net debt, a measure considered important in explaining our financing position. As shown below, IAS 39
requires that the carrying value of borrowing includes accrued interest, and the fair value of any interest rate or currency swaps held to hedge

ihe borrowings. The Company's' measure of net debt’ is a non-GAAP measure and is stated before these valuation adjustments.
2006

i

l 2005

£m .| Em
Cash and cash equivalents . '
Net cash and deposits 120.6 60.9
Short-term borrowings ’i
Bank loans and overdrafts [|nclud|ng impact of cash pooling gross up: £83. érrl 174.1) i1{4%.7)
Other toans 36l 1143
17770 (54.0)
Long-term borrowings |
7.875% Sterling Eurobond 2010 (14931 (149.3)
7.25% Sterling Eurabond 2016 (1485 (1484
5.49% US$ Private Placement 2013 . (131.00 (142.01
Floating Rate Revolving Credit Facitity 2041 [multi-currency) (354.6) (485.8
EIB Sterting R. & D. Loan 2010 {7000
Bank and other loans {12.7] 2.4
(866.1)  1937.7)
Borrowings (1,038 [991.7)
Net debt (923.2)  (930.8)
Borrowings - valuation adjustments H
- interest accrual ’ (7.3) -
- fair value of swapped debt 3.8 i
Total borrowings per balance sheet 1,042.3] {‘?91_7|
Current assets !
The weighted interest rate on net cash at 5 August 2006 was approximately 3.7% with rates ranging from 0% to 14%. i
Short-term borrowings :
The weighted interest rate on short-term borrowings at 5 August 2006 was approximately 5.2%. '
o
Long-term borrowings ; i
Loans due after one year are repayable over various periods as follows: N
2006 /2008
£m ,, Em
Between one and two years : (0.5) 0.3
Between two and three years (0.6) ‘(0.8
Between three and four years , 1149.9) 1 [0.3)
Between four and five years i 425.1)  (635.2)
After five years (290.0 (301.3]
(866.1)  [937.7)

The loans repayable after five years carry interest at effective rates between 5% and 8%. The repayment dates range frorn 2011 to 2022. The-
average eflective interest rate of all public bonds at 5 August 2006 was approximately 7.6% and £23.4m was charged to the Income Stalement

in this'period. The weighted average cost of Smiths’ total borrowings after currency and interest rate swaps at 5 August 2006 was 5.6%.

' 1
|
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19 Borrowings and net debt continued
Secured loans
Loans armaunting to £11,8m [2005: £12.4m] were secured by charges on freehold properties.

Borrowing facilities
To provide adequate liguidity committed unused credit facilities of at least £100m (or equivalent free cashi are maintained at all t|mes Liquidity

in 2006 was provided by undrawn revolving credit facilities.

2006 2005

tm . £m

Expiring within one year . 90.0 400
Expiring between one and two years

Expiring after two years - - 305.0 2442

395.0 284.2

20 Financial instruments

Financial risk management

The Group's international operations and debt financing expose it to a range of financial risks that include the effacts of changes in debt market
prices, foreign exchange rates, credit risks, liquidity and interest rates. The Group has in place risk management policies that seek to imit the
adverse effects on the financial performance of the Group by using various instruments and techniques, including foreign currency denvatives,
debt and other interest rate derivatives.

Risk management policies have been set by the Board. The Central Treasury function receives regular reporis from all the businesses to enable
. prompt identification of financial risks so that appropriate actions may be taken. The treasury policy sets out specific guidelines to manage
foreign exchange risks, interest rate risk, credit risk and the use of financial instruments to manage these.

a) Fareign exchange risk

The Group has transactional currency exposure arising irom sales or purchases by businesses in currencies other than their functional currency.
Under the Group's foreign exchange policy, such transactienal exposures are hedged once they are certain or highly probable, mainly through
the use of forward foreign exchange contracts.

The Group has a significant investment in overseas operations, particularly in the Americas, but to a lesser extent Europe and the rest of

the world. As a result, the sterling value of the Group's balance sheet can be affected by movements in exchange rates. The Group therefore
seeks to mitigate the effect of these translational currency exposures by matching the net investment in overseas operations with borrowings
denominated in their functional currencies, except where significant adverse interest differentials or other factors would render {he cost of such
hedging activity uneconomic. This is achieved by borrowing either directly in either the local domestic markets or indirectly through the usa of
rolling annual forward fereign exchange contracts.

Based on the composition of net debt at 5 August 2006, a 10% appreciation in sterling against major currencies would result in a reduction in
the Group's net debt of approximately £48m. A 10% weakening in sterling against major currencies would result in an increase in the Group’s
net debt of approximately £48m.

b Interest rate risk

The Group operates an interest rate policy designed to optimise interest cost ‘and reduce volatility in repcrted earnmgs The Group’s normal
policy is to require intgrest rates to be fixed for 30% to 70% of the leval of underlying borrowings forecast to arise over a three-year horizon.
This is achieved partly through the fixed rate character of the underlying debt instrument, and parily through the use of interest rate swaps.
Interest rate derivative instruments are accounted for as fair value or cash-flow hedges of ihe relevant assets or liabilities. At 5 August 2006
38% of the Group’s gross borrowings were subject o fixed interest rates, post swaps.

Based on the composition of net debt and financing arrangements at 5 August 2006, and takiﬁg into consideration all fixed rate borrowings in
place, a one percentage point [100 basis points] change in average floating interest rates would have a £6m impact on the Group’s profit before
tax.

c) Credit risk

Financial

The Group is exposed to credit-related losses in the event of non-performance by counterparties to financial instruments, but does not
expect any counterparties to fail to meet their expectations. Credit risk is mitigated by the Group’s Beard approved policy of only selecting
counterparties with a strong investment graded long-term credit rating, normally at least AA- or equivalent, and assigning financial imits to
individual counterparties. [n the normal course of business, the Group operates national cash pooling systerns, where a legal right of set-off
applies. The maximum exposure with a single bark for deposits is £11m, whilst the maximum mark to market exposure for forward foreign
exchange contracts at 5 August 2004 to a single bank was £12m.

The maximurn credit risk exposure in the event of other parties failing to perfarm their obligations under financial assets totals £772m at
5 August 2004.

Operational

As tier one suppliers to aerospace manufacturers the Group may have substantial amounts outstanding with a single customer at any ane time,
the largest being Boeing and the Department of Defense. There are many advantages in these relationships and the credit risk is managed at
a number of {evels. Debtor days and overdue accounts are reported to divisional management who co-ordinate any action required and overall
divisional performance is regularly reviewed by management. At 5 August 2006, the Aerospace business had trade receivables of £229m and
£65m due from these two customers representing 10% of total trade receivables for the Group. .

|
]
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20 Financial instruments continued "
d) Liguidity risk '
The Group actively maintains committed facilities that are designed te ensure the Group has suificient availabte funds for operations and
planned expansions. During the period, the Group extended its principal credit facility [£660m revolving credit facilityl to 2011 and entered
into new facilities of £190m which, when taken together, were undrawn by £395m at 5 August 2006.

As at 5 August 2006 £38m was on deépesit with various banks and in meney market funds of which £16m was on deposit in the UK. :
| t

Fair value of financial assets and liabilities

The table below presents the carrying amounts under IFRS and the fair vatues of the Group’s financial assets and financial liabitities

at 5 August 2005. The carrying amounts at 31 July 2005 are presented on the UK GAAP basis applicable at that date rather than in accordance
with 1S 32 and 1AS 39 as described later in note 20.

The fair values of financial assets and financial liabilities are included at the amount at which the instrument could be exchanged in a current
transaction between willing parties, other than in a forced or liguidation sale. The following methods and assumptions were used to est|mate
the fair values:

if
+ cash and cash equivalents — approximates to the carrying amount; "
* short-term loans and overdraits — approximates to the carrying amount because of the short maturity of these instruments; E'

« long-term loans - approximates to the carrying amaunt for floating rate debt [and quoted market prices of equuvalent lnstrurnents far fiked
rate debt]; ] |

» forward exchange contracts - based on market valuations at the balance sheet date;

N
* currency swaps - based on market valuations at the balance sheet date; i
* interest rate instruments - based on the net present value of discounted cash-flows; S

i

}
i
|
= embedded derivatives - based on the net present values of discounted cash-ilows; !
» preference shares - {see note 14 regarding impairment); - ,E
* receivables and payables - approximates to the carrying amount for both long term and short term; !

* provisions - approximates to the carrying ameunt; and ‘l
b
* lease obligations - appreximates to the carrying value. ; '

Fair value of financial assets and financial liabilities :
Borrowings are recorded initially at fair value and subsequently recorded at amortised cost, adjusted for fair value movernents in respect of
related fair value hedges. . !

Net carrying Esnmaled
amount fair value
5 August 2(‘):06 5 August 2005
m ! l ITI
Financial assets ,I !
Non-current i
Investment lassociate] 14.0 o 140
Financial assets 08 08
Trade and other receivables 150 ;150
Financial derivatives . 62 > 6.2
Current . s
Cash and cash equivalents 120.6 i ;1 204
Financial derivatives 26.1 1126.1
Total financial assets 1827 ! ‘1 82.7
Financial liabilities :
Nen-current ‘
Borrowings (8623) [885 5]
Trade and other payables . ' (51.9) '[51 9
Financial derivatives . (44) U [A 4)
Current
Borrowings - (185.0) [185.0]
Financial derivatives ) 49 1 149
Total financial liabilities (1.108.5) li.-131 7
Total financial assets and liabilities (925.8)  [949.0)

The table above excludes current trade and cther receivables and payables of net £24.9m which fair value is approximate to carrying amount
due to their short-term nature.
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20 Financial instruments continued
Interest rate profiles of financial assets and liabilities

The following tables set out the exposure of financial assets and liabilities to either fixed interest rates, floating interest rates or no interest
rates. The maturity profile of financial assets and liabilities exposed to interest rate risk in the tables below indicates the contractual repricing

and maturity dates of these instruments.

Cash and
Financial cash Nen-current Firancial

Investments assets equivalents receivaties derivatives Total
At 5 August 2006 Em £m tm Em £m £m
Financial assets
Less than one year 125 125
Total interest earning 1125 25
Analysed as ]
- fixed rate interest
- floating rate interest 125 1125
Total interest earning 125 1125
Non-interest earning 14.0 08 8.1 15.0 323 70.2
Total 14.0 0.8 120.6 15.0 323 182.7

Non-current Financial
Borrowings payables derivalives Tatal

AL 5 August 2006 £m Em Em m
Financial liabilities
Less than one year (185.0] (185.0)
Between one and two years (0.5) (0.5)
Between two and three years {0.4) 0.8
Between three and four years (149.9] 149.9)
Between four and five years (425.1) (425.1)
Greater than five years (286.2) (286.2)
Total interest bearing (1,047.3) ) 11,047.3)
Analysed as
- fixed rate interest [post interest rate swaps] (366.1) 1366.1)
- floating rate interest (681.2) (681.2)
Totat interest bearing (1.047.3] {1,047.3)
Non-interest bearing (51.9] (9.3] 61.2)
Total ’ [1,047.3) (51.9] (93] 11,108.5)

The maturity analysis of interest earning financial assets and the maturity analysis of the interest bearing financial liabilities is equivalent to the

maturity analysis presented in the interest rate profite table above.

Currency profiles of financial assets and liabilities

The table below sets out the currency exposures on financial assets and liabilities held in currencies other than the functional currencies of

Group companies after the effect of currency swaps.

Al & August 2004

Sterting us$ Euro Qther Total
Em £m fm Em £m
Financial assets

Fixed - - - - -
Floating 0.6 88 28 25 14.7
Non-interest bearing - - 229 - - 229
0.6 3.7 28 25 37.6

Financia! liabilities
Fixed - 89.0 100.0 51.7 240.7
Floating : - 193.7 192.2 19 3478
Non-interest bearing - . - 43 - - 4.3
- 2470 2922 53.6 592.8

In addition to the above, there are current trade receivables net of payables held in currencies other than the functional currencies of Group
companies of: Sterling £10.9m, US$ £30.7m, Euro £11.2m and other £15.3m. These net exposures have been hedged in line with Group policy.
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20 Financial instruments continued
Financial derivatives !
The table below sets out the net principal amount and fair value of derivative contracts held by the Group "

Contract or undertying

principal amaount IFlair velue

Assets Liabilities Assets Liabil ties P Net

AUS August 2006 fm £m £m £m '; £m
Currency and interest related instrurments: 3

Foreign exchange contracts - ' 366.0 (85.0) 19.0 (2.1] l 169

Cross currency swaps (241.2) 131 (0.1] 1 13.0

Interest rate swaps (78.6) (3.7 L 37

Embedded derivatives 57.9 02 ca |l B2

Total financial derivatives 4239 (404 8) 323 (931 f 230
Financial derivatives appear on the balance sheet separately as follows: Y
Non-current Current  MNon-current Current ! *

assets assets liabilities liabilities D Net

. Em £m N Em Em | | fm

Financial derivatives 62 2.1 [4.4) (49 i} 230

Amounts recognised in respect of embedded derivatives primarily represent the value of embedded derivatives in commercial coniracts "
between Smiths” European Aerospace subsidiaries and customers and suppliers outside the USA which are denominated in US dollars. |

Hedge accounting "
The table below sets out the principal amount and fair values of derivative contracts which qualify for hedge accounting treatment. a

Contract or .

undertying Fair value

principal of dertvative

amount 'éontracts

At 5 August 2004 Nete Em . fm

Cash-{low hedges - foreign exchange contracts a 3540 f! 17.0
] :'

Fair value hedges - interest rate swaps b (786l 1! 37
v

Net investment hedges - cross currency swaps ¢ (231.8) ; 13.0

Foreign exchange contracts and cross currency swaps with a total gross principal amount of E106 4m with a fair value of £0.1)m were held
for trading and accordingly not hedge accounied. I

a) Cash-flow hedges L
At 5 August 2006, the Group had outstanding foreign currency contracts designated as cash-flow hedges having a net principal amount oi
" £354m [31 July 2005: £288m). The majority of hedge contracts lapproximately 75%) are for periods of 12 months or less, with the exception
of the Aerospace business which hedges lenger extending to May 2012 with long-term hedging fixing the margins of certain military contracts.

Gains and losses on cash-flow hedges that have been deferred in the cash-flow hedge reserve during the period ended 5 August 2006,
in addition to those that have been recycled through the income statement, are shown in the table below. )

L
Period ended

5 August 2006

. £m

Brought forward cash-flow hedge reserve at 1 August 2005 Ho0s
Amounts deferred in the period on effective cash-flow hedges J o184
Amounts removed from the hedge reserve and recognised in the income staterment ! (5.7)
Carried forward cash-flow hedge reserve at 5 August 2004 ‘ ﬂ 133

Mo comparative information is provided as the Group etected not to restate comparatives for the year ended 31 July 2605 for IAS 32 and I'AS 39.

b) Fair vatue hedges
The Group has designated US$150m interest rate swaps on the US private placement as fair value hadges which mature on 28 January 2013
The risk being hedged is the variability of the fair value of borrowings arising from interest rate fluctuations.
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20 Financial instruments continued
c) Net investment hedges

Cross currency swap contracts and foreign currency borrowings (€275m] have been designated as net investment hedges in respect of the
foreign currency translation risk arising on consolidation of the Group’s net investment in its US dollar, Euro and Yen foreign operations. The
contracts mature during the financial year ended 31 July 2007. Gains and losses on net investment hedges that have been deferred in the net
investment hedge reserve during the period ended 5 August 2006 are shown in the table below:

Period ended

5§ August 2006

£m

Brought forward net investrment hedge reserve at t August 2005 (3.9
Amounts deferred in the period on effective net investment hedges 17.1
Carried forward net investment hedge reserve at 5 August 2006 132

The hedge reserve on the balance sheet comprises:

£m

Cash-flow hedge reserve 13.3
Net investment hedge reserve 13.2
265

Year ended 31 July 2005 - UK GAAP disclosures

The Group exercised the RS 1 exemption to record financial instruments in the comparative period on the existing UK GAAP basis. The following
disclosures are included, as at 31 July 2005, tc meet the reguirements of ‘FRS 13 Derivatives and Other Financial Instruments: Disclosures’.

Fair value of financial assets and liabilities

Estimated
Bock value fair value
At 31 July 2005 £m £m
Trade investments 35 35
Cash at bank and on deposit 60.9 609
Borrowings
- short-term (54.0) 154.0)
- long-term (937.7) [987.1)
(927.3] {976.7)
Derivative financial instruments
- interest rate swaps (.6
- currency rate swaps (7.8] (3.6]
- forward currency contracis ) 03
Preference shares 3250 3250
Net financial liatilities - book value/fair value t612.1) [655.6)
. Hedges
Unrecognised  Unrecognised  Delerred total Tetal
gains losses nel gaing 2006
£m €m £m fm
Net gains/(losses] on hedges at 1 August 2004~ 247 (5.2 6.0 255
Net gains/llosses] arising in previous years included in 2005 income {20.2] (0.2) (2.0) (22.4)
Net gains/(losses) not included in 2005 income arising before 1 August 2004 4.5 (5.4) 40 31
Change in market value of hedges not recognised during the year 6.2 4.6 108
Gains and losses arising in 2004 that were not recognised in that year 4.7 (8.7] (4.0}
At 31 July 2005 15.4 [9.5) 40 29
Of which
- expected to be included in 2006 income 14.0 16.6) 11 8.5
- expected to be included in 2007 inceme or later 1.4 [2.9] 2 1.4
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20 Financial instruments continued
Interest rate management

i 2005
! £m
Interest received i 185
Financing gains 1 12.0
Interest paid |1147.4)
Net interest 1 19.9)
" The financing gains of £12m mainly relate to the Company's net investment hedging programme. . :g
Financial liabilities X
Fixed borrowings i
Weighted average ‘Floating ;E Total
Amount barrawings b 2009
Interest rate Years fixed fm Em | 1 Em
Sterling 6.91% 8 3001 898 13899
US Dollar 5.48% 7 57.2 3138 ! 371 ]
Euro 5.00% 17 124 2085 ;2209
Japanese Yen : : 22 w22
Other - 727 Y 17
' 3697 6220 1[9917
Maturity - |
On demand/under one year 3.1 509 540
One to two years 04 . 04
Two to five years . 1501 4858 ,.635.9
Over five years 2167 853 ) :301 A
397 6220 9917

The borrowings are stated before the effect of the Company's net investment currency hedges. These hedges, totalling £296m in notional |°
principal, mainly protect the value of its US Dollar net assets. During the year, the fomlgn currency losses on currency swaps used to hedge

the overseas investrnent, totalled £11.3m. . . i
Financial assets g
Preference Bank balances Short-term
shares and cash deposits
2005 2005 2005
Em £m ; F £m
Sterting 325.0 184 1 58
US Dollar 14 110
Canadian Dollar 0.1
Euro ~ 9.5
Yen 2.1 o
Other 196 - 30
325.0 51,1 {i‘ 9.8
Weighted average interest rate on interest bearing balances 265% .- 6.80%

The bank balances and cash comprise £16.9m in respect of short-term batances earning interest and £34.2m in respect of balances whu:h are

non-interest earning. Short-term deposits are invested for periods with matunty under one year.

{
'
g
'
i

|
i
L
1 '
'
1
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20 Financial instruments continued
Currency exposure
Transactions

The analysis below shows the net monetary assets and liabilities of Group companies that are not denominated in their functional currency
and therefore give rise to exchange gains and losses in the profit and loss account. The amcunts shown in the table take into account the effect

of hedging instruments used to manage these exposures.

2005

Net foreign currency maonetary assetsfliabilities

Sterling US Dollar Eurp Other

. £m £m £m £m ,

Sterling 11.9 (2.1) 1.0

US Dollar 05 1.4 1.5
Euro 0.2 (1.3

Other 0.4 123 0.1 0.7

As at 31 July 2005 1.1 229 (0.4 34

Translation

Gains and losses arising on net investments overseas and the financial instruments used to hedge the balance sheet exposures are recognised

in the staternent of recognised incorme and expanse.

21 Provisions for liabilities and charges

At Exchange At
+ August 2005 adjustments. Provisions. Releases Disposals Utilisation 5§ August 2004
Em Em £m £m £m £m £m
Warranty provision and product liability 514 (2.9 45.4 (5.6) 03l [20.0] 68.6
Reorganisation 9.2 263 1.2 0.3 [173] 16.7
Property : 121 15 (0.2) (3.0 10.4
Litigation 17.6 20 (1.1) (5.9) 12.6
205 [25) 752 (8.1) (0.6] (46.2) 108.3

Analysed as:
2006 2005
£m Em
Current liabilities 81.8 541
Non-current liahilities 265 264
108.3 90.5

Warranty provision and product liability

Warranties over the Company’s products typically cover periods of between one and three years. Provision is made for the likely cost of after-sales

support based on the recent past experience of individual businesses.

Reorganisation

Significant parts of the Company’s operations have been undergoing a phased restructuring programme. Full provision is made for reorganisation
approved and committed by the end of each financial year. This year's residual balance relates mainly to Aerospace and Medical, and is expected

to be utilised during the next financial year.
Property

As stated in the accounting policies on pages 34 to 57, where a property is vacant, or sub-let under terms such that rental income is insufficient
to meet all ouigoings, the Company provides for the expecied future shortfall up to termination of the lease. Provision is also made for the cost
of reinstaternent work on leased properties where there is an obligation under the lease, and the costs can be reasonably estimated. Where

evidence of contamination is found on property in the Company’s occupation, provision is made for estimated remedial costs pending action on

the affected site. Most of the balance is expected to be utitised within the next five years.
Litigation

The Company has on occasicn been required to take legal action to protect its patents and other business intellectual property rights against
infringement, and similarly to defend itself against proceedings brought by other parties. Provision is made for the expected fees and associated
costs, based on professional advice as to the likely duration of each case. Prowisions totalling £1.1m were released relating to litigation settled

at less than the expected cost, Most of the balance is expected to be utilised within the naxt fiva years.

None of the above provisions are discounted.
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22 Operating lease commitments - minimum lease payments
The minimum uncancellable lease payments which the Group is commitied to make are:

2006 TS
Land and Land and b
buildings Other buitdings , Other

£m £m €m , : tm

Payments due ;L

- not later than cne year . 270 8.4 30.2 i 93

= later than cne year and nct later than five years b6.6 8.5 52.1 1og

- later than five years 54.9 0.1 59.2 03

1485 178 1415 {lgy

0
23 Contingent liabilities and commitments b
In common with many ather enterprises of similar size, the Company and its subsidiaries are from time to time engaged in litigation in respect
of a variety of commercial issues. ke

As previously reported, John Crane, Inc [John Cranel, a subsidiary of the Company. is one of many co-defendants in numerous law suits pending
in the United States in which plaintiffs are ctaiming damages arising from exposure to, or use of, products cantaining asbestos. The John Crane
products generally referred to in these cases are ones in which the asbestos fibres were encapsulated in such a manner that, according to
tests conducted on behalf of John Crane, the products were safe. John Crane ceased manufacturing products containing asbestos in 1985.

John Crane has resisted every case in which it has been named and will continue its robust defence of all asbestos-related claims based upon
this ‘safe product’ defence. As a result of its defence policy, John Crane has been dismissed before trial from cases involving approximately
128,000 claims over the last 27 years. John Crane is currently a defendant in cases involving approximately 162,000 claims. Despite these large
- numbers of claims, John Crane has had final judgements against it. after appeals, in anly 55 cases. amounting to awards of same US$52!6m
over the 27 year period. '

To date these awards, the related interest and all material costs of defending these claims have been met directly by insurers. Since the yéar
end Jahn Crane has secured the commutation of certain insurance pelicies, resulting in anticipated proceeds of approximately US$54m_ While
substantial insurance will remain in place, it is Uikely that John Crane will in future meet defence costs directly, seeking appropriate contribution
from insurers thereafter. : .

No provision relating to this Litigation has been made in these accounts other than as disclosed in note 21, ‘ 'E

At'S August 2006, contingent liabilities, comprising bonds and guarantees arising in the normal course of business, amounted to £91m [2005: lE‘Qéml.
At 5 August 2006 certain unfunded pension liabilities, recognised on the balance sheet, were secured by means of a fixed and floating charge
over land and buildings [€25m) and cash deposits [£10.7m]. v

In the period the Parent Company arranged a £100m letter of credit facility to support the Group's pension plans. i

The Parent Company has guaranteed the US$250m 5.45% Senior Notes 2013 privately placed by a subsidiary and the £660m revolving cfedit
facility used by a subsidiary.
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24 Share capital

Issued
Ordinary capital  Consideration
shares £m fm

At 1 August 2005 563561555 1409
Exercise of share options 3,766,798 09 273
At 5 August 2006 567,328,353 141.8 273
5 August 2006 31 Juty 2005

Number of ardinary shares issuable under outstanding options

20,582,309 23,039,814

The authorised capital at 31 July 2005 and 5 August 2006 consisted of 800,000,000 ordinary shares of 25p each. At 5 August 2006 all of the

issued share capital were in free issue. All issued shares are fully paid.

" At 5 August 2006 the following options had been granted and were still outstanding:

Dates

Year Number of Subscription normally
issued shares prices exercisable
Smiths Sharesave Scheme 1999 15,516 721.00p 2002/2006
2000 96,257  612.00p 2003/2007
2001 215508  60B.00p 2004/2008
2002 313946  645.00p 2005/2009
2003 814479  554.00p 2006/2010
2004 1089193  525.00p 2007/2011
2005 774023  704.00p 2008/2012
2006 904490  798.00p 2009/2013
Smiths Industries Executive Share Option Schemes 1996 62702 823.00p 1999/2006
1997 199439  934.00p 2000/2007
1998 264443  765.00p 2001/2008
1999 423549  85850p 2002/2009
2000 421,094  750.00p 2003/2010
2000 105809  807.00p 2003/2010
2000 B19327  79000p 2004/2011
2002 2120008 804.00p 2005/2012
2002 3080750  65400p 2005/2012
2003 3499200 469.00p 2006/2013
2004 2496850  774.00p 2007/2014
2005 1825750 901.00p 2008/2015
TI Group Savings-Related Share Option Scherne 1999 . 12737 805.07p 2002/2006
2000 46565  587.54p 2003/2007
Ti Group Executive Share Option Schemes 1994 24346 1,12120p 2001/2006
1997 86,812 1,097.82p 2001/2007
1997 179,776 1,219.80p 2001/2007
1998 182,949 1,026.66p 2001/2008
1998 62710 84%9.79p 2001/2008
1999 94844 94331p 2002/2009
1999 158873  $07.23p 2002/2009
1999 152,226 1,103.92p 2002/2009
2000 60,252 661.23p 2003/2010
2000 57546  626.16p

2003/2010
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25 Share premium and other reserves

|

|

|
Share ], .

{

%

premium Revaluation Merger Hedge Income

account reserve reserve reserve statement

£m Em Em £m L Em

At 1 August 2004 183.0 1.7 2348 721.2

Premium on allotments _ 145 ' . 10.5)
Profit for the year 12718
Dividends paid to equity shareholders (154.5)
ESOP Trusts - disposal of company shares I 5.4
Share-based payment |l 50
Deferred tax charge related thereto “.'16.0
Actuarial loss on retirement benefits |[23.Al
Deferred tax charge related thersto - ' !f1 1.8
Exchange rate changes [including tax on recognised gains| 1 56.1
At 1 August 2005 : 1975 17 2348 1908.9
Adoption of 1AS 39 33) ' e2
Prernium on allotments : 26.6 1 (0.2)
Transfers to profit for the period 15.7)

Profit for the period ’ l 242
Dividends paid o equity shareholders ) (167.0)
Gains taken to equity : 355 :
Share-based payment : . 14,5
Deferred tax credit related thereto I ;[2.6]
Actuariai gain on retirement benefits 1 4.5
Deferred tax credit related thereto N[24.0)
Exchange rate changes fincluding tax on recognised gains) ) [120.5)
At 5 August 2006 , 2241 17 2348 265 7360

T
: (;
26 Movements in shareholders’ equity i
. 3 July;ggé i AugJuSI ‘;;Daff
£m HEm
' Sharehalders’ equity as reported under UK GAAP at 31 July 1,204.8 1,1'22.5
Amendments to inter-company swap accounting [note 1] : 35.4 il'

, ' . 12402 11225
Adjustments to comply with IFRS as reported on 21 Novernber 2005 2475 %31_58.5
Adoitional IFRS adjustments .

- amendments to creditors [note 2] - 7 -

- revisions to fair values in respect of prior year acquisitions (note 3) 1.7 }'
Shareholders’ equity under IFRS at 31 July : 14838 12810
Change in accounting policy in treatment of embedded derivatives [note 4) 2.7 j '
Change in accounting policy to adopt 145 32 and IAS 39 68
Shareholders equity under IFRS at 1 August o 14867  1,2810
Notes : 1|'

1 An adjustment to the prior year has been made to amend the accounting of an inter-company swap. The adjustment results in a decrease in creditors of £35 4m and an
increase in shareholders’ equity of £35.4m. . i

~ I
2 During the periad since 21 November 2005, the Company has made a minor amendment to its previously published IFRS information as a result of emenging interpretl'stions
of standards. .

3 As allowed by IFRS 3, the fair values of assets and liabilities acquired in prior year acquisitions have been finalised. These adjustments result in a decrease in goodwill cgf
£0.4m, an increase in other assets of £2.1m, and an increase in shareholders equity of £1.7m. i

4 The basis for valuing non-closely related embedded derivatives was revised in the year to better represent the contractual cash flows in the relevant contracts. I
) )
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26 Movements in shareholders’ equity continued

Period ended

Year ended

5 August 2004 31 July 2005
£m £m
At 1 August 1,486.7 1,281.0
Profit far the period 242 2718
Share-based payment 145 50
Deferred tax credit/(charge) related thereto (2.6) 160
Dividends paid to equity shareholders (147.0) (154.9]
New share capital subscribed 273 14.6
ESOF Trusts - disposal of cornpany shares 5.4
Exchange [losses)/gains . (113.1) 50.2
Taxation recognised on exchange llosses)/gains (7.4) 59
Fair value gains/(losses]
- on cash-flow hedges 127
- on net investment hedges 171
Actuarial gains/(losses) on retirement benefit schemes 94.5 (23.4]
Deferred taxation credit/(charge) related thereto (24.01 1.8
At 5 August/31 July 1,3629 - 14838
27 Cash-flow from operating activities :
Period ended Year ended
5August 2006 31 July 2005
£m £m
Profit before taxation 132.4 3659
Net interest payable 54.2 23.2
Financing losses - charged to administrative expenses 28
- charged to financing 0.5 4.2
Share of post-tax loss from associate 1.1
Other finance income - retirement benefits (27.6] {11.3)
Impairment of financial asset 3250
488.4 382.0
Amortisation of intangible assets 3%.6 3%.1
Profit on disposal of property, plant and equipment (4.4}
Profit on disposal of business 6.4) {8.7)
Depreciation of property, plant and equipment 81.0 AN
Share-based payment expense 16.3 63
Retirement benefits 161.5) (2031
(ncrease in inventories (34.8) (89.3]
Increase in trade and other recéivables 135.6) (53.7]
Increase in trade and other payables 70.7 76,0
Other non-cash moverments 14.0
Cash generated from operations 5433 4171
Interest (49.5) (19.9) -
Tax paid _ {104.7) (77.9]
Net cash inflow from operating activities 38%.1 393

28 Acquisitions

During the period of 53 weeks ended 5 August 2006, the Company made a number of acquisitions: the issued share capital of Livewave, Inc on
behaif of Detection (28 October 2005], the issued share capital of Millitech, Inc [16 September 2005), together with the businesses and assels of
Farnam [1 August 2005 and Lorch Microwave LLC (4 January 2004} on behalf of Specialty Engineering. In addition, the Cempany alss acquired

the minority interests in subsidiary companies operating in Canada and China.

The values set out below are provisional pending finalisation of the fair values attributable, and witl be finalised in the period ending 31 Juty 2007.
All acquisitions are wholly owned. Goodwill and other net assets in respect of prior year acquisitions, as previously reported, have been adjusted
as a result of finalising their attributable fair values. Accordingly goodwill has decreased by £0.4m and other assets have increasedby £2.1m.
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28 Acquisitions continued B

Fair value Pronisional
Book value adjusimerits fair value
tm £m 1| Em
Non-current assets i {
- intangible assets 50 8.3 133
- tangible assets 1.6 1é
Current assets -
- other current assets 7.6 [0.4) 72
Current lahilities 1t
- other current liabilities X (2.2) (0.5} L7
Minority interests 18 18
Net assets acquired _ 138 74 ii21.2
Goodwill - 1306
Total consideration ' i51.8
Consideration satisfied by cash _ : ;‘[51 8
Deferred consideration paid on prior-year acquisitions it 24
Total consideration ' i j 54.2

The fair value adjustrnents in respect of intangible assets are due to the recognition of £1.1m in respect of trademarks, £2.1m in respect of
acquired technology, £1.6m in respect of customer relationships and £3.5m in respect of other acquired intangibles. Goodwill represents the
value of synergies arising frem the acquisitions and the acquirees’ assembled workforces: The adjustments to current assets and L|ab|l|t|es
relate to valuation adjustmentis and are provisional, based on management’s best estimates. 1 [

From the date of acquisition to 5 August 2006, the acquisitions contributed £21.3m to revenue, £2.2m to headline profit before taxation and i

£0.9m to profit before taxation. If Smiths had acquired the assets at the beginning of the financial period, the acquisitions would have contnbutgd

£27.5m to revenue and £1.1m to profit. b
N

29 Disposals ' b
The most significant disposal transaction during the period was the sale of the Companys interest in Heimann Biometric Systems Gran o
Cross Match Technologies, Inc. in exchange for 3% of the issued share capital in that cornpany, which is regarded as an associate and |t5i
results are therefore accounted for on an equity basis {see note 13}. |

The Company has also released provisions held in respect of disposals made in prior years, following determination of the warranties and’

other liabilities provided for at the time of disposal. :
[

h

(i Em
Shares received in Cross Match Technologies, Inc. - at valuation . 138
Net cash received }' 83
Net consideration received : !_22.1
Net assets excluding cash and retained liabilities at date of sale f
Tangible fixed assets ! E 58
Inventary . " 2.9
Debtors : 59
Creditors < 51
Net assets . | 165
Provision for retained liabilities 1 04
Net assets and retained liabilities 1169
Surplus of proceads aver net assets, costs and expenses t| 5.2
Disposal provisions in excess of liabilities settled - now released 1z

Proiit on disposal of businesses ; 16.4
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30 Employee share schemes
The Group operates share schemes and plans for the benefit of employees. The nature of each scheme and plan, including general conditions,
is set out below: :

Smiths Group Sharesave Scheme (SAYE)

The SAYE scheme is an HM Revenue & Customs-approved all-employee savings-related share option scheme which is open to all UK
employees, including directars, with 12 menths service or more. Participants enter into a contract to save a fixed amount per month of up te
£250 in aggregate for three or five years and are granted an option over shares at a fixed option price, set at a 20% discount to market price

at the date of invitation to participate. In the case of five-year savings contracls, participants can elect to delay maturity of the contract until its
seventh anniversary. The number of shares comprising the option is determined by the monthly amount saved and the bonus paid on maturity
of the savings contract. Options granied under the SAYE scheme are not subject to any performance conditions.

Smiths Industries (1984) Executive Share Option Scheme (84 ESQOS)
No options have been granted under this scheme since 1994. This scheme ceased to exist on 8 April 2005 fotlowing the exercise of the last
remaining option.

Smiths Industries 1995 Executive Share Option Scheme (95 ESOS)

The 95 ESOS replaced the 84 ESOS in 1995, Options granted under the 95 ESOS can only be exercised after three years if a performance
requirement, determined by the Remuneration Committee, has been met. Options granted under the 95 ESOS up to 2001 are subject to
performance testing based on iotal shareholder return of the Company versus the total return of the General Industrials Sector of the FTSE
All Shares Index. Options granted from 2002 are subject to a performance test based on growth in the Company’s earnings per share. If the
performance requirement is not satisfied at the end of the third year, the performance period may be extended for up to two further years
so that performance is tested over a four-year period at the end of the fourth year and a five-year period at the end of the fifth year, The
performance reguirement is that the growth in the Company's normalised earnings per share over the threeffour/five financial years beginning
immediately prior ta the eption grant must exceed the increase in the UK Retail Prices Index over the same period by 3% per annum [for
optiens up to one times base salary] and by 4% per annum (for the excess up to two times base salary). Executive directors received their
final grants of options under the 95 ESOS in October 2003. From 2004 senior executives, including directors, have received awards under
the PSP (see belowl. Grants under the 95 ESOS continue to be made to other executives.

Smiths Industries Senior Executive Deferred Share Scheme (DSS)

Under the DSS executive directors and senior employees were able to use their after tax bonus to purchase the Company’s shares at the
prevailing market price. At the end of a three year period, if the participant is still in office, he can exercise an option granted to him over matching
shares, in respect of any shares retained for that period. The number of matching shares awarded was determined by the Committee at the
end of the year in which the benus was earned by reference to annual bonus, and other corporate financial criteria. The last grant under the
DSS was made on 7 December 2004, in respect of bonus earned in the year to 31 July 2004, and matched shares purchased in the market by
the grantee on that day. The DSS has been replaced by the CIF {see below).

Smiths Group Performance Share Plan [PSP)

The PSP was introduced in 2004 and replaced the 95 ESOS for executive directors and senior executives. Conditional awands of up to 1.5 times
salary [and exceptionally three times salaryl are granted annually. The awards will be released following the third anniversary of the date of
grant to the extant the PSP's performance tests have been met. One-third of the award is subject to a tetal shareholder return [TSR) target
relative to other FTSE 100 companies (excluding financial companies and investment trusts). Far full vesting, the company’s TSR must be at

or above the 75th percentile over the three year performance period. 25% of the award will vest if the company's TSR is at median. Awards will
vest on a straight-line pro-rata basis between median and 75th percentile. The remaining two-thirds of the award is subject to an earnings

per share (EPS] growth target [measurec before exceptional items). Full vesting will occur if the compound annual growth in EPS is equivalent
to 12% per annum, 25% vesting will occur if the compound annual growth in EPS is equivalent to 5% per annum, with vesting on a straight-line
basis between 5% and 12%.

Smiths Group Co-Investment Plan [CIP)

In October 2005 the CIP replaced the DSS. Under the CIP the executive directors and senior executives are able, if invited, to use their after tax
bonus or 25% of their basic salary after tax, whichever is the greater, to invest in the Company’s shares at the prevailing market price. At the end
of a three year period, if the executive is still in office and provided the performance test is passed, he will be awarded matching shares in respect
of any invested shares retained for that period. The number of matching shares to be awarded is determined by the Remuneration Committee

at the end of the year in which the bonus is earned by reference to annual bonus, and other corporste financial criteria. The maximum award
will nat exceed the value, before tax, of the bonus or salary invested in shares by the executive. Vesting of matching shares will accur and the
matching shares will be released at the end of the three year peried if the Company's Return on Capital Employed {RoCE] over the Performance
Period exceads the Company’s weighted average cost of capital over the Performance Period by an average margin of at least 1% per annum,

Tl Group (1994] Savings Related Share Options Scheme (T SAYE)

The last invitation to participate in the TI SAYE Scheme, an HM Revenue & Customs-approved all-employee savings-related share option
scheme, was issued in 2000. The extant options are held by employees of the former Tl Group who elected to receive seven-year options in
1999 and 2000. No performance conditions attach to this scheme,

TI Group (1990 Executive Share Option Scheme (T 90 ESOS)

No options have been granted under this scheme since 1999 when it was replaced by the Tl 99 ESOS (see below). Executives who held options
at the time of the merger of Tl Group inio Smiths Group were able to exercise their options ai the time or to roll them over into continuing options
over an equivalent number of Smiths Group shares. The performance conditions attaching to this schere were waived as a result of the change
of control of Tl Group.

TI Group 1999 Executive Share Option Scheme [T1 99 ES0S)

No options have been granted under this scheme since 2000 when Tl Group was merged into Smiths Group. Executives wha held options at
time of the merger were able ta exercise their options at the time or to roll them over into continuing options over an equivalent number of
Smiths Group shares. The performance conditions attaching o this scheme were waived as a result of the change of control of Tl Group.
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30 Employee share schemes continued : | .

Wélghied
average
. price for
SAYEand B84 ESOS and T190 £S0S and option plans
TISAYE 95 ES0S bss PSP CP  TI99ESOS Total e
Ordinary shares under option ('000) . i
1 August 2004 5,583 17.556 478 2094 25,911 ! |
Granted 865 2,800 407 1,097 5169 "
Exercised . ' {672 (1,042] [241] (564} (2.519) "
Lapsed {598) 473 (6] 23 {1000 N
31 July 2005 5178 18841 838 1.097 1,507 27,461 1£6.69
Granted 920 2,600 954 732 5206l
Exercised . (1,550) (1,945) (172) (382) (4,048] [
Lapsed (265) (1,209 (30) (117 (5] {108) {1.731] 3
5 August 2006 4,283 18,287 836 1,934 727 1,020 26,887 €6 50

Options were exercised on an irregular basis during the period and the average closing share price was 945.2p [2005: 820.7pl. There has been
no change to the effective aption price of any of the outstanding options during the period. i

'

Exen:lsable

welghted

Weighted average

average Options Opticns  exercise price

Total shares remaning  exercisable at  exercisable at for opllons

under option  contractual life 5 August 2006 31 July 2005 exercisable at

Range of exercisa prices ) {'000| Imonths| i'000} ooy 5 Aug,.:;t 2004

£0.00 - £2.00 3.297 37 35 47 '(0.00
€200 - £4.00 _ :
£4.01 - £6.00 , 1950 30 v

£4.01 - £8.00 14,621 75 1,623 1401 E7 45

£8.01 - £10.00 6,440 79 1,068 1,884 E8 77

£10.01 - €12.00 4k 22 446 509 €10.72

£12.01 -£14.00 180 H 180 198 £12.20

For the purposes of valuing options to arrive at the share-based payment charge, the Binomial option pricing model has been usad for most
schemes, The assumptions used in the model for 2005 and 2004 are as follows: o

. I_
53 weeks ended 5Augu:.f.! 2005

) SAYE - 95 ESOS nss/cIP i} psp

Weighted average fair value If] 217 1.52 7.34 H6.24
Key assumptions used: . ) K
Weighted average share price 619 5.81 '
Range of exercise prices (€] . 5.25-7.98 6.69-9.01 N

Range of expected volatitity (%) 17-33.1  24-339 [ E 16,5
Risk-free interest rate (%] . 35-5.1  4.3-44 l !

Range of expected option term (life) . 3.2-72yrs S5yrs 3yrs | 3yrs

Dividend yield (%] - 3.75 375 375|175

Year ended 31 Juty 2005

SAYE  95E505 DsS/CiP opsp

Weighted average fair value (] 2N 1,29 6.49 f i 5.62
Key assumptions used: fi
Weighted average share price 5.77 /AN i
Range of exercise prices |£] 5.25-704 4.69-7.74 h

Range of expected volatility (%] 21-331 30-339 1165
Risk-free interest rate (%] 35-51  43-44 |

Range of expected option term [life) 3.2-72yrs Syrs 3yrs | 3yrs

Dividend yield (%) 375 375 375 . | 375

Assumptions on expected volatility and expected option terrn have been made on the basis of historical data, wherever available, for the perlod
corresponding with the vesting period of the option. Best estimates have begn used where historical data is not available in this respect.

Included within staff costs [see note 10} is an expense arising from share-based payment transactions of £16.3m (2005: £6.3m), of which {*
£14.5m (2005: £5.0m) relates io equity-settled share-based payment. lJ

T
')
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Transition to IFRS

i

Background

IFRS 1 exemptions and elections

As a cansequence of the adoption by the European Union [EU] of
International Financial Reporting Standards (IFRS) the Group. in
common with all other companies quoted on the London Stock
Exchange or other European exchanges, is required to prepare its
consolidated financial statements under [FRS for all periods
commencing on or after 1 January 2005.

The Smiths Group Annual Report and Accounts for the period ended
5 August 2006 is the first Annual Report and Accounts prepared under
IFRS. As the year ended 31 July 2005 is the earliest year for which full
IFRS financial statements are presented in the 2006 Annual Report
and Accounts, the transition date for the Group is 1 August 2004,

Smiths is required to establish its IFRS accounting policies for

the period ended 5 August 2006, and apply these retrospectively to
determine its opening IFRS balance sheet at the transition date of

1 August 2004 and the comparative financial information for the year
ended 31 July 2005. However, advantage has been iaken of certain
exemnptions afforded by ‘IFRS 1 First Time Adaption of International
Financial Reporting Standards’.

Business combinaticns

Business combinations prior to 1 August 2004, and in particular the
merger with Tl Group ple, which took place on 4 December 2000,
have not been restated to comply with ‘IFRS 3 Business Combinations),
which requires acquisition accounting for all business combinations.
The merger reserve of £235m will remain as a permanent item within
shareholders equity;

Cumulative translation differences

‘IAS 21 The Effects of Changes in Foreign Exchange Rates requires
annual translation differences arising on the opening net assets
and net profit or loss of each foreign subsidiary to be treated as a
separate component of shareholders’ equity, and the cumulative
net surplus/deficit for each subsidiary carried forward and added
to/subtracted from any gainsflosses on the future disposal of that
subsidiary. Smiths has taken the option to set these cumulative
gainsflosses at zero as at the date of transition to IFRS. Any gains and
losses recognised in the income statement on subsequent disposals
of foreign operations will therefore include only those translation
differences arising after 1 August 2004, the IFRS transition date;

Share-based payment )

Smiths has applied 'IFRS 2 Share-based Payment’ retrospectively
only to equity-settled awards made after 7 November 2002 that had
not vested at 1 January 2000. ’

Financial Instruments

Smiths has elected to adopt 145 32 and AS 39 from 1 August 2005
with no restatement of comparative information. Consequently, the
relevant comparative financiat information for the year ended 31 July
2005 witl not reflect the impact of these standards, but will include
financial instruments accounted for on a UK GAAP basis.

IFRS adjustments .
The key differences between UK GAAP and IFRS that impact the
Greup are set out below,

Research and development

Under UK GAAP, Smiths wrote off research and development
expenditure, other than that recoverable from third parties, in the
year in which it was incurred.

Under 'IAS 38 Intangible Assets’, the Company is required to capitalise
the cost of developments which meet certain recognition criterta,
including the technical feasibitity of, and prebable future economic
benefits arising from, the project. This expenditure is then amortised
over the anticipated future life of the economic benefits arising.

Customer-funded and unfunded developrment projects are treated on
a similar basis, although the increased risk implicit in most funded

development projects means that the criteria for capitalisation X
are less likely to be met. Where costs are capitalised on funded .
development contracts, the associated funding is held as a deferred ‘
liability on the balance sheet, and released to the income staterment S
in step with the amortisation of the capitalised intangible asset.

Research costs, and developmeant costs which do not meet the relevant .

- capitalisation criteria, are written off in the year in which they are incurred,

As a result of this policy, net assets (before the assaciated deferred

tax adjustment] have increased by £65.1m and £111.3m as at

1 August 2004 and 31 Juty 2005 respectively. Operating profits have

increased by £36.3m for the year ended 31 July 2005, represented by

the capitalisation of £67.4m of costs previously written off under UK ,
GAAP, offset by £31.1m, ;

Business combinations

Under UK GAAP, the difference between the consideration paid

for an acquisition and the fair value of the identifiable net assets

of the acquired subsidiary at the date of acquisition is recognised
as goodwill. Identifiable net assets include intangible assets which
are capable of separate disposal without disposing of the related
business. Under IFRS, intangible assets of an acquired subsidiary
are separately recognised from goodwill if their fair value can be
measured reliably, Intangible assets include trademarks, custormer
relationships and contracts and patented technologies.

tntangible assets recognised are amortised over their useful life.
Under the transition rules, the Company is not required to identify
any acquired intangible assets in respect of acquisitions completed
prior to 1 August 2004. As a result of acquisitions made during the
year ended 31 July 2005, intangible assets have been reclassified
out of goodwill arising on acquisition, with an associated increase
in the intangible asset amortisation charge of £3.4m for the year
ended 31 July 2005.

Under UK GAAP, the fair value of acquired stock is stated at the lower
of cost or net reatisable value. Under IFRS the fair value of acquired
inventory is based on selling price, less the sum of costs to complete,
costs of disposal and a reasonable profit allowance for the completing
and selling effort based on profit for similar finished goods. As a
result an adjustrment of £14.0m was made to the acquisition balance
sheet of Medex. As at 31 July 2005 the uplifted inventory had been
traded through the incorme statement, resulting in a £14.0m decrease
in profit before taxation for the year ended 31 July 2005.

Goodwill

Under UK GAAP, goodwill on businesses acquired by the Group after
1 August 1998 is capitalised and amortised on a straight-tine basis
over its anticipated future life up to a maximum of 20 years. Goodwill
in respect of businesses acquired prior to 1 August 1998 was set off
against reserves in the year of acquisition. On subsequent disposal
of a business acquired prior to 1 August 1998 purchased goodwill
previously set off against reserves is recycled and included in the
profit or {oss an disposal of the business.

Under IFRS, from 1 August 2004 onwards, goodwill will no longer be
amortised, but will instead be subject io annual impairment review.
The amortisation charge under UK GAAP for goodwill for the year
ended 31 July 2005 of £53.3m has been reversed from the income
staternent, resulting in a correspending increase in the net book value
of goodwill. On disposal of a business acquired before 1 August 1998
goodwill set off against reserves will no longer be recycled as part of
the profit or loss on disposal of that business. The exceptional write
down of goodwill on anticipated future dispesats of £2.3m recognised
under UK GAAP has been reversed from the income statement.

Dividends

Under UK GAAP, dividends relating to an accounting periad but declared
after the balance sheet date are recognised as a liability even if the
approval of that dividend took place after the balance sheet date.



Under IFRS, propesed dividends do not meet the definition of a
liabitity until such time as they have been declared, and in the case
of the final dividend, approved by shareholders at the Annual General
Meeting. This has resulted in a balance sheet reclassification from
current liabilities to retained profit of £102.5m and £111.3m as at

1 August 2004 and 31 July 2005 respectively.

Share-based payment

Smiths operates a number of share- based incentive schemes

[both awards of options and awards of shares) that are impacted by
IFRS 2 Share-based Payment’. Under UK GAAP Smiths recognises
an expense based on the intrinsic value of the options [the difference
between the exercise price and the market value at the date of the
awardl, ather than for Save-As-You-Earn schemes for which UK
GAAP includes an exemption from recognising an expense.

Under IFRS, the cost of all share-based payments, based on the fair
value of the options or shares at the date of grant and calculated using
an appropriate pricing model, is recognised over the vesting period of
the award. Accordingly, an adjustrment has been recognised to reflect
an additional charge of £6.3m in the year ended 31 July 2005.

Retirement benefits

Under UK GAAP, the Company had already adopted FRS 17
Retirement Benefits'. Under FRS 17 the assets and liabilities of the
Group's defined benefit pension schemes are recognised at fair value
in the balance sheet and the operating and financing-costs of defined
benefit pension schemes are recognised in the profit and loss account
as operating costs and finance costs respectively. Variations from
expected costs arising from the experience of the plans or changes in
actuarial assumptions are recognised immediately in the Staterment
of Total Recognised Gains and Losses.

The change to 'IAS 19 Employee Benefits’ does not give rise to any
significant change in the basis of accounting for pensions as Smiths
will adopt early the option allowed under IAS 19 to take actuarial
gains and losses immediately and directly to equity through the
Statement of Recognised Incorme and Expense. Changes are largely
confined to presentation, in that retirement benefit scheme surpluses
and deficits must be aggregated separately on the face of the balance
sheet, and shown gross, rather than net, of deferred taxation. The
deferred tax balance under UK GAAP related to pensions amounted
to assets of £116.4m and liabilities of £31.2m as at 1 August 2004
and assets of £127.3m and liabilities of £40.4m as at 31 July 2005.

Deferred taxation .

Under UK GAAP, deferred tax is recognised in respect of all timing
differences that have originated but not reversed at the balance sheet
date where transactions or events have occurred at that date that will
result in an obligation to pay more, or a right to pay less or to receive
more tax.

Under IFRS, deferred tax is recognised on all taxable termporary
differences between the tax base and the accounting base of balance
sheet items included in the balance sheet of the Group, except to the
extent that such temporary diiferences arise on initial recognition of
an asset ar liability. This means that deferred tax is recognised on
certain temporary differences that would not have given rise to
deferred tax under UK GAAP. The most significant differences
between UK GAAP ang IFRS relate to the following:

* deferred tax provisions relating to tax deductible goocwill set off against
reserves prier to 1 August 1998 under UK GAAP and not reinstated
under IFRS are written back. For goodwill on which deductions are
still to be claimed, deferred tax assets, where recoverable, have been
recognised on transition to IFRS and are being amortised to offset
the timing of the tax benefit. The amortisation of the asset under IFRS
corresponds to the build up of the liability under UK GAAP; and

= under IFRS, deferred tax is provided on temporary differences arising
on investments in subsidiaries and associates {principally in respect
of unremitted earnings], except where the Group is abte to control

i .
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the timing of the reversal of the temporary difference and it is prolbable
that the temporary difference will not reverse in the foreseeable future.

In addition to these adjustments, the carrying values of deferred tax
assets and liabilities in the balance sheet have been adjusted to ;|
reflect the restatement of newly recognised assets and liabilities, !
arising from the adoption of IFRS. . t;‘
Computer software l
Under UK GAAP, all capitalised computer software was classn‘led
within tangible fixed assets. IFRS requires capitalised software that [
not an integral part of the hardware to be treated as an intangible asset.
This has resulted in balance sheet reclassifications of appmxumately
£12m and £23.0m respectively at 1 August 2004 and 31 July 2005

Financial instruments i

A summary of the impact of the prlnC|pal differences and adjustments
resulting from the adoption of 1AS 32 and IAS 3?2 as they apply to] the
Group's balance sheet as at 1 August 2003 is set out below: :“

Forward foreign exchange contracts and currency options
Smiths uses forward foreign exchange contracts and currency optlons
for the purposes of hedging all material contractually committed and
forecast foreign currency denominated future sales and purchases.
Under UK GAAP, a form of hedge accounting was applied to these
forward foreign exchange contracts and currency options meanmg
that some derivatives were held off balance sheet for at least part of
their lives. Under IFRS, the {air value of all forward foreign exchange
contracts and currency options is recognised on the balance sheet
IAS 39 places significant restrictions on the use of hedge accounting
and changes the hedge accounting methodology. As a resuit, from

1 August 2003, Smiths will recognise all farward foreign exchange
contracts and currency options on the balance sheet at fair vatue and
will apply the new hedge accounting methodology to all significant
qualifying relationships. Net assets increased by £0.4m at 1 August 2005.
Interest rate swaps ' i
Under UK GAAP, only accrued interest in respect of interest rate |
swaps was recognised on the balance sheet. Under IFRS, the falr
value of interest rate swaps is also recognised on the balance sheet.
Net assets decreased by £0.6m as at 1 August 2005. :I

Borrowings |
Under UK GAAP, borrowings were recognised at initial proceeds recewed
comprising face values adjusted for issue fees, discounts and premia.
Issue fees, discounts and premia were amortised over the life of the
related borrowing and accrued interest was classified separately to the
borrowing. Under IFRS, where hedge accounting has been applied the
borrowings balance is adjusted for the fair value mavernent in the hedged
risk and accrued interest is included within the value of the borro;wing.

Embedded derivatives 1
Under UK GAAP, embedded derivatives were not recognlsed Under
IFRS, the fair value of embedded derivatives not closely related to
their host contract is recognised. A net derivative financial asset of
£0.2rm has been recognised at 1 August 2005. 1

‘Gross up’ of cash and overdrafts E‘
Under UK GAAP, cash and overdraft balances within Smiths’ UK and
Euro cash pools are presented in the consolidated accounts an a ‘net’
basis. This notional pooling does not meet the strict off-set rules
under 145 32, and as a result the cash and overdraft balances must
be reported ‘gross on the balance sheet. This has resulted in an!
increase in cash and overdrafts of £664.5m. E

| '
Cash-flow statement
The move from UK GAAP to IFRS does not change any of the cash ftcws
of the Group. The IFRS cash-flow format is similar to UK GAAP but
presents various cash-flows in different categories and in a dn‘ferent
order from the UK GAAP cash-flow staterment. All of the IFRS accountmg
adjustments net out within net cash inflow from operating activities
except for the capitalisation of development expenditure. i !

b
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IFRS consolidated income statement

Year ended 3} July 2005

UK GAAP  Adjustments \FRS
£m £m £m
Revenue ) 30168 (114} 30054
Cost of sales [1,804.9) “ 9.8 (18147
Gross profit 12119 [21.2) 1,190.7
Sales and distribution costs (283.31 (283.3]
Administrative expenses {617 4) 83.3 (534.11
Profit on disposal of businesses b4 2.3 87
Operating profit 317.4 644 3820
Interest receivable 15.0 150
Interest payable - . (48.0) 9.8 {38.2)
Other financing gains 101 (14.3] {4.2)
Retirernent benefits -
- return on plan assets 174.3 (3.8} 1705
- interest cost ) : [159.2) (159.2)
Finance [costs) {7.8) (8.3) (161
Profit before taxation 309.8 561 3659
Comprising
- headline profit before taxation - 412.6 (8.8} 403.8
- exceptional items (51.9) 239 [28.0)
- amartisation of intangible assets (41.0) 55.3 {5.7)
- financing gains/losses ' 10.1 (14.3) (4.2)
309.8 561 3659
Taxation : (89.0) (5.1) (94.1)
Profit for the period 2208 510 e
Profit for the period attributable to equity sharehalders of the parent company ) 2208 91.0 2N8
Earnings per share _
Basic ' 39.3p 7.0p 48.3p
Diluted 39.0p 92p 48.2p
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Analysis of IFRS adjustments to the income statement
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Amortisation
Goodwill of acquired b
Oevelopment  amortisation  Share-based intangible Other 1| IFRS
casts and impairment payment assels adjustments adjustments.
£m Em £m £m m I, E&m
Revenue (1.4 H11.4)
Cost of sales 45 [163) i1[9.8]
Gross profit (4.9} (16.3) ; [21 2
Sales and distribution costs I
Administrative expenses 41,2 47.3 (6.3 [3.4] 45 11833
Profit on disposal of businesses . 23 [l 23
Operating profit 363 473 (6.3) (3.4) 95) b4k
Interest receivable i
Interest pzyable %8 ;98
Other financing gains (143 .(143]
Retirement benefits ! v
- return on plan assets (3.8 {3.8)
- interest cost .
Finance [casts] {8.3) , 1183)
Profit before taxation 36.3 473 (6.3) @4 78 ssd
Comprising L
- headline profit before taxation 14 188)
- exceptional items 11239
- amortisation of intangible assets i155.3
- financing gains 1 114.3]
"56.1

Taxation H'[5.1]
Profit for the period |i 51.0
Profit for the perod attnbutabte to equity shareholders of the parent company h51.0
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IFRS consolidated balance sheet

31 July 2005 1 August 2004
UKGAAP  Adjustments IFRS UK GAAP  Adjustments IFRS
£m £m £m £m £m £m
Non-current assets :
Intangible assets 12256 2861 14817 7282 129.2 857.4
Property, plant and equipment 525.8 (23.0) 5028 4235 (12.2] 4113
Financial assets 3285 3285 3273 3273
Retirement benefit assets 134.6 134.6 1039 , 103.9
Deferred fax assets -~ 1336 (15.8) 1178 16,4 (13.7 102.7
Trade and other receivables . 9.9 14.8 247 9.2 (0.9 83
23580 2321 2.590.1 1,708.5 102.4 18109
Current assets :
Inventories ' _ 570.0 (5.8] 564.2 4235 i3.8) 419.7
Trade and other receivables 7272 (6.7} 7205 620.4 51 6255
Financial assets :
Cash and cash equivalents 60.9 - 60.9 4492 4492
Total assets 3.716.1 2196 3.935.7 3,201.6 103.7 33053

Non-current liabilities
Financiat liabilities

Borrowings 937.7) . (937.7) 4465 (446.5]

Financial derivatives

Provisions for liabilities and charges (26.4] (26.4) (22.6) (22.6]

Retirement benefit obligations (369.4] (1.8l (37120 3512 (1.8 (3530

Deferred tax liabilities - (11.8) 8.1 (199 . [494) 108 (38.4]

Trade and other payables (74.4] (58.8] (133.2) (53.1) [41.4) 94.7]
(1.419.7) (68.7] [1,488.4) (922.8} [32.4) (955.4]

Current liabilities
Financial liabilities

Borrowings (94.01 (54.00 (275.4) (275.4]
Financial derivatives ‘

Provisions for liabilities and charges (64.1] (64.1]) (79.2] (79.2)
Trade and other payables (812.7) 128.1 [684.6] (665.9] 87.4 (578.9 .
Current tax payable (140.8) [160.8] {135.8) 135.8)
Total liabilities (25113) 594 {24519 (2.079.1) 548  (2024.3)
Net assets . 1,204.8 279.0 1.483.8 1.1225 158.5 1,281.0
Shareholders equity .
Share capital _ 140.9 1409 140.3 140.3
Share premium account 1975 197.5 183.0 183.0
Revaluation reserve 1.7 1.7 1.7 1.7
Merger reserve 2348 2348 2348 . 2348
Reiained earnings 629.9 279.0 908.9 562.7 198.5 721.2

Total shareholders’ equity 1,204.8 2790 14838 11225 158.5 1,281.0
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Development  Share-based Dridend E ' IFRS
costs payment reversal Qther "aldius:ments
Em . Em Em Em o {m
Non-current assets : :
Intangible assets 141 131 ll 129.2
Property, plant and equipment (122 023
Financial assets | i
Retirerment benefit assets I;“
Deferred iax assets ' 43 1800 v 137
Trade and other receivables 09 109
16.1 43 0 ' 1024
Current assets '
Inventories (38 b {38)
Trade and other receivables 5.1 H, 5.1
Financial assets "
Cash and cash equivalents i |
Total assets 116.1 43 nen U 1037
Non-current liabilities | i
Financial liabilities ; r
Borrowings !i
Financial derivatives i
Provisions for iabilities and charges W
Retirernent benefit obligations (18 (18l
Deferred tax liabilities (21.9) 327 | w08
Trade and other payables [41.4) 02 i) 1416
(63.3] 307 ;| (32.8)
Current liabilities o
Financial labilities ! ;
Borrowings 5
Financial derivatives a
Provisions for liabilities and charges ‘ '
Trade and other payables (9.6) 1025 (651" 874
Current tax payable 1l
Total liabilities (729 1025 252 || 548
Net assets 43.2 43 1025 85 | 1585
Shareholders’ equity i
Share capital i
Share premium account :!
Revaluation reserve o
Merger reserve !
Retained earnings 43.2 4.3 1025 85 i, 1585
Total shareholders” equity 432 4.3 1025 85 |1 1585
1
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Analysis of IFRS balance sheet adjustments
31 July 2005

Development arm{rs‘t?::;:: Business  Share-based Dividend IFRS
costs and impairment  combinations payment reversal Cther adjustments
Em £m fm fm fm - Em fm
Non-current assets
Intangible assets 1688 459 17.4 240 256.1
Property, plant and equipment . (03] (227 (23.0
Financial assets '
Retirement henefit assets
Deferred tax assets 223 {38.1] (15.8)
Trade and other receivables ' ‘ 148 14.8
1688 459 17.1 223 [22.0] 2321
Current assets
Inventories (0.1} (5.7 (5.8)

Trade and other receivables (0.8} 0.9 ) 16.8) 16.7)
Financial assets :
Cash and cash equivalents

Total assets 168.0 459 17.9 223 [34.5) 219.6

Mon-current liabilities

Financial liabilities

Borrowings

Financial derivatives

Provisions for liabilities and charges

Retirement benefit obligations . (1.8) (1.8]
Deferred tax liabilities [36.6] (23.3] 51.8 (8.1]
Trade and other payables - [45.4] (1.3] (12.1) [58.8]

(82.0] (233} (1.3) 379 [48.7)

Current liabilities

Financial liahilities

Borrowings

Financial derivatives

Provisions for liabilities and charges

Trade and other payables mal (3.2) M3 313 128.1
Current tax payable

Total liabilities (93.3] (26.5] (1.3] 111.3 492 59.4
Net assets ) 74.7 459 (8.6) 21.0 1113 34.7 279.0

Shareholders’ equity

Share capital

Share premium account

Revaluation reserve

Merger reserve

Retained earnings : 74,7 459 . 8.6) 21.0 1113 347 279.0

Total shareholders’ equity. - 747 45§ (8.4 210 1m.3 347 279.0
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Period ended
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: Year ended

5August 2006 31 Juty 2005
tm Em
Revenue 3,522.9 . | 3.005.4
Headline operating profit 5198 | 4157
Armortisation of acquired intangible assets 169)  [57
Exceptional items [including impairment) (339.5) ¢! (28.0
Financing losses (2.8)
Operating profit 160.6 . 3820
Net finance costs (2711 | 061}
Share of post-tax losses of associated companies 1.
Profit before taxation 1324 1 3659
Profit after taxation 262 0 2918
Shareholders’ equity 1,362.9 1114838
Represented by :
- intangible fixed assets 1,530.6 !, 14817
- property, plant & equipment and investments 512.6 |;= 8313
- net current assets/provisions/retirement benefit liabilities 2464 0, 1016
Net borrowings 92671 | [930.8)
Funds employed 13629 |} 14838
Ratios . ' T
Operating profit before amortisation of acquired intangible assets: turnover (%] 148 ', 138
Eifeciive tax rate before amortisation of acquired intangible assets and exceptional items (%) 256§, 264
After tax return on average shareholder investment (%) 136 112
Cash-flow H
Cash-flow from normal operating activities 376 | 2776
Less capital expenditure [net) 11801 | (189
Operating cash after capital expenditure 419.6 :i 2587
Free cash-flow per share [before acquisitions and dividends, after capital expenditure] 1704 !, 1470
Free cash-flow per share (p) 304p !t 26.0p
Earnings per share before amortisation of acquired intangible assets and exceptional items [p] 648 ! 528
Dividends .E
Pence per share 313 ) 290
Times cavered before amortisation of acquired intangible assets and exceptional items 21 v 18
Number of employees (000s) ]
United Kingdomn 73 7.2
Overseas 245 . 234
. 318 306

1
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Group financial record under UK GAAP 2002-2005

Year ended 31 July

2005 2004 2008 2002
£m Em £m £m
Turnover
- continuing operations . . 30168 26784 2,629.2 2.588.4
- discontinued operations 55.0 4269 635.1
30168 2,733.4 3,056.1 32235
Operating profit
- continuing operations : 4204 360.1 KYAR 364.1
- discontinued operations 2.2 519 640
4204 3623 4238 4281
Goodwill armortisation and impairment (61.0] (39.0) {44.1) (50.7]
Operating profit {after goodwill amortisation and impairment) 35%.4 3233 379.7 3774
Net interest (7.8] (12.2) (39.8] (32.0)
Profit before exceptional items . 3516 34 339.9 KIANA
. Exceptional items (41.8) (o (1225 {68.0)
Profit before taxation 309.8 3001 2174 2774
Profit after taxation 2208 2129 1123. 186.4
Minority interests (0.8} 1.3)
Sharehalders’ equity . 1,2048 1,1225 857.2 L8324
Represented by . )
- intangible fixed assets 1,225.4 728.2 830.2 638.3
- tangible fixed assets and investments 854.3 750.8 885.4 892.5
- net current assets/provisions/retirement benefit liabilities 55.7 {83.8) (143.3] 27.0
Net debt : [930.8) (27271 (715.1] {725.2)
Funds employed 1,204.8 1.1225 857.2 832.6
Goodwill charged directly to reserves 1.2460.3 1.262.6 1,392.6 1,604.1
Shareholder investment o 24850 23851 22498 24387
Ratios
Operating profit before goodwill amortisation and impairment: turnover (%] 13.9 133 139 133
Effective tax rate before goodwitl amortisation and exceptional items (%) ' 260 265 270 280
After tax return on average sharehaolder investment (%] 126 i 19 1.0
Cash-flow )
Cash-flow from normal operating activities - 384.9 3829 4665 583.0
Less capital expenditure [net) (104.9) (53.9] (86.3) (100.0]
Operating cash after capital expenditure 280.0 3290 3802 4830
Free cash-flow per share {before acquisitions and dividends, after capital expenditure) 147.0 2550 2705 3145
Free cash-flow per share (p] 26.1 455 48.4 96.5
Earnings per share before amortisation and impairment of goodwill and exceptional items [p) 54.3 459 51 - 510
Dividends
Pence per share 2%.0 270 260 255
Times cavered before amortisation and impairment of goodwill and exceptional items 19 1.7 1.9 20
Number of employees (000s)
United Kingdom 72 59 85 10.7
Overseas 234 20.3 238 223
30.6 272 323 330




Independent auditor’s report to the members of Smiths Group plc

We have audited the Parent Company financial statements of

Smiths Group pic for the period ended 5 August 2006 which comprise
the Balance Sheet and the related notes. These Parent Company
financiat statements have been prepared under the accounting policies
set out therein. We have also audited the information in the Directors’
Remuneration Report that is described as having been audited.

We have reported separately on the Group financial statements of
Smiths Group plc for the year ended 5 August 2006.

Respective responsibilities of directors and auditors

The directors’ responsibilities for preparing the Annual Report, the
Directors’ Remuneration Report and the Parent Company financial
staternents in accardance with applicable law and United Kingdom
Accounting Standards (United Kingdern Generally Accepted
Accounting Practice! are set out in the Statement of Directors’
Responsibilities.

Our responsibility is to audit the Parent Company financial statements
and the part of the Directors’ Remuneration Report to be audited in
accordance with relevant legat and regulatory requirements and
International Standards on Auditing [UK and Ireland). This report,
including the opinion, has been prepared for and only for the Company's
members as a body in accordance with Section 235 of the Companies
Act 1985 and for no other purpose. We do not, in giving this apinion,
accept or assume responsibility for any other purpose or to any other
persan to whom this report is shown or into whose hands it may
come save where expressly agreed by our prior consent in writing.

We report to you our opinion as io whether the Parent Company
financial statements give a true and fair view and whether the
Parent Company financial statements and the part of the Directors’
Remuneration Report to be audited have been properly prepared in
accordance with the Companies Act 1985. We also report to you if, in
our opinion, the Directors’ Report is not consistent with the Parent
Company financial statements, if the Company has not kept proper
accounting records, if we have not received all the information and
explanations we require for our audit, or if information specified by
law regarding directers’ remuneration and other transactions is
not disclosed.

We read other information contained in the Annual Report and
consider whether it is consistent with the audited Parent Company
financiai statements. The other informaticn comprises only the
Chairman’s Statement, the Chief Executive’s Statement, the
Sumemary Performance Statement, the Cperating and Financial -
Review, the Directors Repart, the Corporate Governance Statement,
the unaudited part of the Directors’ Remuneration Report, the
Staternent of Directors’ Responsibilities and the Five Year Review.
We consider the implications for our report if we become aware of
any apparent misstatements or material inconsistencies with the
Parent Company financial statements. Our responsibilities do not
extend to any other information.

i
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Basis of audit opinion y i

We conducted our audit in accordance with International Standards
on Auditing (UK and treland) issued by the Auditing Practices Board
An audit includes examination, on a test basis, of evidence relevant
to the amounts and disclosures in the Parent Company financial
staterents and the part of the Directors’ Remuneration Report to
be audited. It also includes an assessment of the significant _i
estimates and judgments made by the directors in the preparation
of the Parent Company financial statements, and of whether the
accounting policies are appropriate to the Company's urcumstances
consistently applied and adequately disclosed. l [

We planned and performed our audit so as to obtain all the information
and explanations which we considered necessary in order to prowde
us with sufficient evidence tc give reasonable assurance that the
Parent Company financial statements and the part of the Dlrectors
Remuneration Report to be audited are free from material | K
misstaternent, whether caused by fraud or other irregularity or
error. In forming our opinion we also evaluated the overall adeguacy
of the presentation of information in the Pareat Company fmancual
staternents and the part of the Directors’ Remuneration Report to
be audited. i
Opinion . i
[ our opinion: 1 !
» the Parent Company financial statements give a true and fair view,

in accordance with United Kingdom Generally Accepted Accountlng
Practice, of the state of the Company's affairs as at b August 2006;

» the Parent Company financial statements and ihe part of trle
Directors’ Remuneration Report to be audited have been pmperly
prepared in accordance with the Companies Act 1985; and I ‘

+ the information given in the Directors’ Report is consistent with
the parent campany financial statements. 't

PricewaterhouseCoopers LLP t :

Chartered Accountants and Registered Auditors
London
29 Septernber 2006 I

Notes

lal The maintenance and integrity of the Smiths Group plc website is the responsmllny
of the directors; the work carried out by the auditors does not involve conmderatnon of
these matters and, accordingly, the auditors accept no responsibility for any changes
that may have occurred to the financial statements since they were initially presented
on the website. | '

[b] Legislation in the United Kinggem governing the preparation and dissemir;éticn of
financial statements may differ from legislation in other jurisdictions. !

i

'

i
ti
il
i

I
!
‘



100
Sriths Group plc Annual report and accounts 2006

Company balance sheet )
B August 2004 31 July 2005
Irestated|
Note £m tm
Fixed assets
Tangible assets 2 34.3 324
Investments and advances 32,3562 1,945.5
2,390.5 1977%
Current assets
Debtors
- amounts falling due within one year 4 90.5 191
- amounts falling due after more than one year 4 8.2 17.4
Cash at bank and on deposit n.2 2208
Financial derivatives 13.0
. 122.9 2573
Creditors: amounts falling due within one year 5 [141.4) (372.1]
Net current liabilities (18.5] [114.8)
Total assets less current liabilities 23720 1.863.1
Creditors: amounts falling due after more than one year 5 (340.2) (306.3]
Provisions for liabilities and charges 6 {2.3) (3.1
Financial derivatives (3.7
Net assets excluding pension liabilities 2,0258 1,553.7
Retirement benefit liabilities (50.8) {383)
Net assets including pension liabilities 1,975.0 1,9104
Capital and reserves
Called up share capital 8 1418 140.9
Share premium account 9 224.1 197.5
Revaluation reserve 9 05 0.5
Merger reserve 9 180.5 180.5
Profit and loss account 1,428.1 996.0
Shareholders’ eguity 1,975.0 15154

The accounts on pages 100 to 108 were approved by the Board of Directors on 29 Septermber 2004 and were signed on its behalf by:

Keith Butler-Wheelhouse
Chief Executive

REEN L@

John Langston
Finance Director




Accounting policies

Basis of preparation

The accounts have been prepared on a going concern basis and in
accordance with the Companies Act 1985, as amended and with all
applicable accounting standards in the United Kingdom {UK GAAP]
under the historical cost convention modified to include the
revaluation of certain properties.

As permitted by Sectien 230(3] of the Companies Act 1985.the
Company’s entity profit and loss account and statement of total
recognised gains and losses have not been preseniad.

The Company has taken advantage of the exemption in 'FRS 8
Related Party Disclesures’ not to disclose transactions with other
members of the Smiths Group.

The Company is exempt under the terms of FRS 1 (Revised 1996
Cash Flow Staternents’ from the requirement to publish its own
cash-flow statement, as its cash-flows are included within the
consotidated cash-flow statement of the Group.

- Changes in accounting policies

The Company has adopted ‘FRS 20 Share-based Payment’,

‘FRS 21 Events after the Balance Sheet Date”, 'FRS 23 The Effects of
Changes in Foreign Exchange Rates', FRS 25 Financial Instruments:
Disclosure and Presentation’, ‘FRS 26 Financial Instruments:
Measurement” and 'FRS 28 Cormnparative Amounts’ in these financial
statements. The adoption of these standards represents a change in
accounting policy and the comparative figures have been restated
accordingly except where the exemption to restate comparatives has
been taken. Details oi the effects of prior year adjustments are given
in note 9.

Foreign currencies

Foreign currency transactions are recerded at the exchange rate
ruling on the date of transaction. Foreign exchange gains and losses
resulting from the settlement of such transactions, and from the
retranslation at year end exchange rates of monetary assets and
liahilities denominated in foreign currencies, are recegnised in the
profit and loss account. The Company adopted 'FRS 23 The Effects of
Changes in Foreign Exchange Rates on 1 January 2005. The adoption
of this standard did not have a material impact on the Company's
balance sheet.

Tangible fixed assets
Depreciation is provided at rates estimated to write off the retevant
assets by equal annual amounts over their expected useful lives. In’

. general, the rates used are: Freehold and long leasehold buildings -

2%, Short leasehold property - over the period of the lease, Plant,
machinery, etc. — 10% to 20%, Motor vehicles - 25%, Tools and other
eguipment — 10% to 33%. Payments made under operating leases
are charged to the profit and loss account as incurred over the term
of the lease.

" Freehold properties

These financial statements include certain properties at 1974
valuation, less depreciation on the enhanced values calculated in

, .accordance with the policy set out abave. The directors have decided

to tnvoke the transitional provisions of 'FRS 15 Tangible Fixed Assets’,
and do not intend to revalue these properties every year.

|
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Leased properties 0
Where a leasehold property is vacant, or sub-let under terms such
that the rental income is insufficient to meet all outgoings, pmwsuon
is made for the anticipated future shortfall up to termination of the
lease. :

Fixed asset investments f
The Company’s investment in shares in group companies are stated
at cost less provision for impairment. Any impairment is charged to
the profit and loss account as it arises. y

Financial instruments -

The Company’s accounting policies under UK GAAP namely FRS 25
Financiat Instruments: Disclosure and Presentation’ and ‘FRS 26
Financial Instruments: Measurement’ are the same as the Smiths
Group's accounting policies under International Financial Reporting
Standards (IFRSs) namely 1AS 32 Financial Instruments: Disclosure
and Presentation’ and 1AS 3% Financial Instruments: Recogniiion and
Measurement’, These standards are effective from 1 August 2005 and
the policies are set out under the heading ‘Financial |nstruments in
note 20 to the consolidated accounts on page 76. The Company is

not providing all the financial instrumenis disclosures, because the
required disclosures are given in note 20 to the consolidated accounts
on pages 74 to 82. The changes to profit retained in this regard are
set out in the following notes and further described in the not?s to

the consolidated accounts. L

Taxation ’
Deferred tax is recognised in respect of timing differences that have
originated but not reversed as at the balance sheet date. T|m|ng
differences are differences between the Company's taxable prohts
and its results as disclosed in the accounts, arising from the inctusion
of gains and losses in tax assessments in periods different frqrn thase
in which they are recognised in the accounts. !

Deferred tax is recognised in respect of the retained earnings of
overseas subsidiaries and associates only to the extent that, at the
balance sheet date, dividends have been declared or an obhgatmn

is present to distribute past earnings. Deferred tax is not recognised
on any fixed assets that have been revalued unless there is a blndmg
agreement to setl the asset. . !

Provisions | ;
Provisions for vacant leasenold property are recognised when the
Company has a legal or constructive obligation as a result of a past
event; it is probable that an outflow of resources will be requnred to
settle the obligation and the amount has been reliably estlmated

Where a leasehold property is vacant, or sub-let under terms s such
that the rental income is insufficient to meet all outgoings, provision
is made for the anticipated future shortfall up to termination of the
lease, or the termination payment, if smaller. l
Post-retirement benefits i!

For defined benefit schemes, the cost of benefits accruing during
the year in respect of current and past service is charged agalnst
operating profit. The expected return on the schemes’ assetsland the
increase in the present value of the schemes’ liabilities arising from

the passage of time are included in other finance income. Actuarial
Al

i
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Accounting policies continued

gains and losses are recognised in the statement of total recognised
gains and losses. The balance sheet includes the surplus/deficit in
schemes taking assets at their year-end market values and liabilities
at their actuarially calculated values discounted at year-end AA
corperate bond interest rates. )

Amounts charged in respect of defined contribution schemes are the
contnbutions payable in the year.

Share-based Payment :

The Company operates a number of equity-settled share-based
cormpensation plans. The fair value of the employee services received
in exchange for the grant of shares or share options is recognised as
an expense. The total amount to be expensed over the vesting period
is determined by reference to the fair value of the shares or share
options granted, excluding the impact of any non-market vesting
conditions [for example profitability and sales growth targats). Fair
value is determined by reference to aption pricing models, principatly
Binomial models.

The Company has applied the requirerments of 'FRS 20 Share-based
Payment’. In accordance with the transitional provisions, FRS 20 has
been applied only to grants of equity instruments after 7 November
2002 that had not vested as at 1 January 2005. -

Events after the balance sheet date

The ASB issued 'FRS 21 Events after the Balance Sheet Date’ in May
2004. This standard replaced ‘SSAP 17 Accounting for Post Balance
Sheet Events’ and the main effect of this change is to prohibit the
recording of a provision for a propased dividend where the dividend

is declared after the balance sheet date. FRS 21 is applicable for
accounting periods beginning on after 1 January 2005. Therefore final
dividends are now only recegnised when shareholders have approved
such amount and interim dividends are only recognised when paid.




Notes to the Company accounts

1 Employees

I

Period ended K:'e_ar ended
; 5August 2006 31f.uly 2005
£m i im

Staff costs during the period : ;
Wages and salaries 9.7 |]- 187
Social security 100 29
Cost of share-based incentive plans 9.9 “ 29
Pension costs lincluding defined contribution schemes) [note 7) 157 1 26
1273 1| 27

For details of Smiths Group plc’s employee share option schemes and other share-based plans refer to note 30 relating to the Group a(::dounts.

The average number of persons employed during the period was 3,460 (2005: 151).

2 Property, plant and equipment

Aggregate depreciation

Fixtures, ;
Land and Plantand  fitings, tools I i
buildings machinery and equipment I.- Total
Em Em fm Em
Cost or valuation H
At 1 August 2005 35.0 1.0 34 0 394
Additions 0.2 03 03 | 08
Disposals (0.3) n2y 1 0ol
At5 August 2006 35.2 1.0 25 {l 387
Depreciation 5 !
At 1 August 2005 54 0:2 14 ;I‘ 7.0
Impairment reversal (2.5] | (25
Charge for the period 05 0.4 0s ! 1.3
Disposals (D.4) (1o} ! ’ {1.4]
~ At5 August 2006 34 0.2 08 ,| 44
Net book value at § August 2006 31.8 0.8 17 11 %43
Net baok vatue at 1 August 2005 296 08 20 'l 324
T
5.'Augusi 2004
i tm
Land and buildings ! f
Cost il 325
Valuation 1974 it 25
Freehotd | l 35.0
Long leasehold i 0.2
Short leasehold H
| 352
If land and buildings had not been revalued they would have been included at the following amounts: [}
5 August 2004
; i Em
Cost ' U347
b 32

The Company’s properties were revalued on the basis of open market valuation in 1974, and that valuation was incorparated into the fiir;fancial

statements.

€17.1m [2005: £17.5m] of land and buildings is secured against certain liabilities of the Company.

Planning permission has been obtained for a vacant property, which has resulted in a £2.5m impairment reverse.

!
Ii
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Notes to the Company accounts continued

7 Post-retirement benefits continued

The assets in the scheme and the expected rates of return as at 5 August 2006 were:

2004 2005

UK schemes UK schemes

Long-term Value Long-term Value

rate of return Em  rate of return tm
Equities 8.0% 905.8
Government bonds - 49% 54.8
Corporate bonds 5.3% 188.2
Property 7.0% 161.8
Other 48% 6%.8
Total market value 1,380.4
Present value of funded pension scheme liabilities 1,415.2)
Surplus/(deficit) (34.8)

Unfunded pension plans 131.91 2091

Past-retirement healthcara 117.0) 117.4)

(83.7) (38.3)

Related deferred tax asset* 329 121

Net pension liability (50.8) (26.2)

*|n 2005 the deferred tax asset was held in debtors greater than one year on the balance sheet.

The scherme assets do not include any of the Group’s own financial instrurments, nor any property occupied by, nor other assets used by, the
Group. The expectad rates of return on individual categories.of scheme assets are determined by reference to relevant industries. The overall
raté of return is calculated by weighting the individual rates in accordance with the anticipated balance in the scheme’s investment portfolios.

The effect of retirement benefits calculated in accordance with FRS 17 is included in the financial statements as follows:

Analysis of amount recognised in statement of total recognised gains and losses {STRGL)

2008 2005
£€m Em
Actual return less expected return on pension scheme assets 235
As a perceniage of scheme assets 2%
Experience gains and losses arising on the scheme liabitities 1.6 19
As a percentage of present value scheme liabilities 0% 5%
Movement of surplus during the year
2004 2005
£m fm
Deficit at the beginning of the year 138.3) [43.7)
Current service cost (15.7) (1.5)
Employer contributions 80.0 0.5
Transfers into scheme n21.3)
Other finance income 9.0 (2.5
Actuarial gain/(loss) 24 (1.1
Deficit at the end of the year 83.7 (38.3)
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8 Share capital
Issued

Ordinary capital Conmdemhon
shares £m i Em

At 1 August 2005 563561555 1409 v
Exercise of share options 3,766,798 09 i 273
A5 August 2006 567,328,353 1418 i 27.3

: it

5 August 2004 é 1 vty 2005
Number of ordinary shares issuable under cutstanding options 20,582,309 23.Q39,81A

The authorised capital at 31 July 2005 and 5 August 2004 consisted of 800,000,000 ordinary shares of 25p each. All issued shares are ful;l'y‘ paid.

|

9 Share premium account and reserves ] [

Share
premium Rewaluation Merger i Profit and
account reserve resarve [DSS account
£m £m £m i £m
At 31 July 2005 as previously stated 197.5 0.5 180.5 f' 882.1
Prior year adjustment - FRS 20 ’ . I !

. Deferred tax credit related thereto i 26
Prior year adjustment - FRS 21 ) o1it3
At 31 July 2005 as restated : 1975 05 1805 1} 9960
Transitional adjustment on adoption of FRS 24 : . (" 1.3
At 1 August 2005 1975 05 1805 i 997.3
Premium on allotments 26.4 f |
Profit for pertod [ 6006
Dividends paid to equity shareholders ,'f‘ 167.01
Actuarial gain on retirement benefits N 24

» Deferred tax credit related thereto 0
Revaluation of overseas investments o 63l
Share-based payrments tl 9.9
Deferred tax related thereto _ i 1.9
At 5 August 2006 . 224.1 05 1805 {14281

200 ,lf‘ 2005

£m | im

Profit and loss account excluding pension and other retirement benefit liabilities [net] 1,547.1 j !_ 1,000.0
Pension and other retirement benefit liabilities [net] 1190 .| (40l
14281 ' 9960

The prior year adjustments relate to the adoption of ‘FRS 20 Share-based Payment’ and 'FRS 21 Events after the Balance Sheet Date '|
The Company has taken the exernption net to restate cormnparative amounts feor the adeption of 'FRS 23 The Effects of Changes in Forelgn
Exchange Rates', 'FRS 25 Financial Instruments: Disclosure and Presentation” and ‘FRS 26 Financial Instruments: Measurement’. l*

" The adoption of FRS 20 has resulted in an increase of £2.6m in shareholders’ funds at 31 July 2005. ‘ '

The adoption of FRS 21 has resulted in an increase in shareholders funds of £111.3m at 31 July 2005 due to the write back of the proposed
dividend at 31 July 2005.

It
The adoption of FRS 23, FRS 25 and FRS 28 did not have an impact on shareholders’ funds at 31 Juty 2005. [

The adoption of FRS 26 has resulted in a transitional adjusiment of £1.3m on 1 August 2005 relating to the application of fair value aclcoummg
for financial instruments. The adoption of FRS 26 has resulted in a decrease in shareholders’ funds of £10.6m at 5 August 2006 and an
increase in profit for the year ended 5 August 2006 of £11.5m. i

The retained profit of the Company represents a profit for the year of £600.6rm less dividends payable of £167.0m. {:

The Company’s profit and loss reserve of £1,428.im includes £716.7m not available for distribution as dividend. ' :

During the year, the Company received £27.5m on the i issue of shares in respect of the exercise of options awarded under various share option
schemes, Employees paid £27.3m for the issue of these shares and the balance of £0.2m comprised contributions to the gualifying erpployee
share ownership trust [QUEST] from undertakings within the Group. The trust has bean included within-the Company financial staternents.
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